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A BANK 


By MARSHALL C. CORNS 


HIS new book is a practical guide to bank auditing 

routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 
way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career ~ 
in banking from practical bank clerk to bank president, 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 
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revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
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ning. 
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is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 


Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
ey The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


Practical answers to questions relating to — use of life insurance @ insurance 
options @ business insurance trusts @ key man insurance @ use of wills in family and 
business plans @ wil provisions @ revocable trusts @ selection of trustees ©@ trustee's 


management powers @ prudent man investment rule @ accountings @ taxation of re- 
vocable and irrevocable trusts, of life insurance, and of powers of appointment @ the 
marital deduction @ drafting @ what state laws apply to trusts @ death of major 


stockholders @ and many other topics. 


Price $10.75 delivered 
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The Proposed Revision of the Internal 
Revenue Code Provisions Relating to 
Federal Tax Liens 


GEORGE E. RAY, Partner 
Ray and Hammonds 
Dallas, Texas 


The problem of federal tax liens, particularly from the stand- 
point of the bank loan officer, is certainly in a confused state 
at the present time. Since 1950 the Supreme Court of the 
United States has handed down a number of decisions on this 
matter of federal tax liens, and many of those decisions have 
caused doubts to arise as to the proper priority of federal tax 
liens, particularly when they conflict with the liens of the state 
governments and the liens of private parties such as banks, 
mortgagees, sureties, contract purchasers, landlords, mechanics 
and attorneys. 

For several years a number of sections of the American Bar 
Association have had committees work on this problem in an 
effort to come up with a proposal for simplifying the problems 
and resolving the conflicts which arise. During the past year 
four of the sections of the American Bar Association have had 
their committees work jointly on a report which proposes sub- 
stantial change in the federal tax law provisions which are found 
primarily in Sections 6321-6326 of the Internal Revenue Code 
of 1954. The problem extends into other areas which are tied 
into the matter of federal tax liens, particularly the problem re- 


This article is the basis of two talks given by Mr. Ray before bankers’ groups during 
the past year and is particularly timely in view of pending federal legislation. It is 
reprinted with the permission of the nS of the ROBERT MORRIS ASSOCIATES 
BULLETIN, published by the Robert Morris Associates, Philadelphia, Pa. 
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lating to the consent of the United States to be sued, where there 
is a pending suit relating to property in which the United States 
has a lien or other interest. 

It will be my purpose briefly to discuss some of the problems 
relating to federal tax liens, and particularly those phases which 
are of most interest to bankers. I would not presume to try 
to answer all of the problems, or even to discuss all of them; it 
will be possible only to hit some of the high points. Many of 
you may have read the report prepared by the American Bar 
Association combined committees, representing the Section of 
Corporation, Banking and Business Law, the Section of Insur- 
ance, Negligence and Compensation Law, the Section of Real 
Property, Probate and Trust Law and the Section of Taxation. 
This joint committee has wrestled with the problem in detail 
and has come up with proposed legislative changes, which I 
will discuss briefly. 


OUTLINE OF THE PROBLEM 


It might be well at the outset to give a brief outline of the 
problem and how it arises. The heart of the problem lies in 
Section 6321 of the Internal Revenue Code, which provides 
that the United States shall have a lien for any tax which the 
taxpayer neglects or refuses to pay on demand, and the amount 
of the tax, including penalties, interest and costs, shall be a 
lien in favor of the United States “upon all property and rights 
to property, whether real or personal, belonging to” the tax- 
payer. 

The purpose of the lien is, of course, to give the federal 
government a weapon which it can use for the collection of tax. 
The lien permits the federal government to use the weapon, 
not only on the taxpayer himself, but on anyone who has done 
business with him, including his debtors and secured creditors. 
The lien may even be used before the taxpayer gets into tax 
difficulty. The lien arises automatically upon nonpayment of 
the tax and relates back to the time of assessment of the tax. It 
is not valid, however, with respect to mortgagees, pledgees, 
purchasers and judgment creditors unless notice of the lien has 
been filed. Against all others, however, the lien will be valid 
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without notice, even though those persons have extended credit 
to the taxpayer in reliance upon his apparent title, and even 
though those persons have, by extending credit, added value to 
his property. 

The problem lies not only in the fact that the lien is a 
secret lien. The problem is compounded by the fact that many 
persons who have already obtained liens against the taxpayer 
which are valid against all other persons may still find them- 
selves displaced not only by a pre-existing secret tax lien but 
also by one which arises after their liens have already been 
validly obtained. For example, in one case involving a mechan- 
ic’s lien, the work had been completed, the mechanic's lien had 
been duly filed and suit had been instituted to foreclose, prior 
to the date when the federal tax lien arose by assessment. In 
this case, the Supreme Court of the United States, without any 
opinion explaining why it so held, gave the federal tax lien 
preference over the mechanic's lien. United States v. White 
Bear Brewing Co., 350 U. S. 1010 (1956). The reasoning of 
the Court apparently rested on the ground that the building 
in that case, although created by the mechanics and those who 
supplied the material, was “property,” under the terms of the 
Internal Revenue Code, “belonging to” the taxpayer. The 
courts, in discussing the liens other than that of the federal 
government, have refused to give those liens, for example, a 
mechanic's lien, preference where such lien was not a “choate” 
right in the property but was only an opportunity to obtain a 
property right by carrying through to its completion an action 
in the courts to enforce the lienor’s property rights. Webster 
defines the word “choate” as meaning “complete.” In other 
words, the courts in effect have held that no lien of a private 
party will be considered to be an interest in the property until 
such lien has in fact been reduced to judgment and, possibly, 
perhaps not until the judgment has been in fact enforced by 
seizure and sale of the property. 

Turning to the language of the Internal Revenue Code which 
provides for a federal tax lien on all property belonging to the 
taxpayer, we find that the Supreme Court of the United States 
has stated certain basic principles that it will apply. In one of 
the leading cases, United States v. Bess, 357 U. S. 51 (1958), 
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it was held that the question of whether a property right “be- 
longs to” the taxpayer is a question of state law, although the 
Court had earlier held, in United States v. Acri, 348 U. S. 211 
(1955), that the question of priority, as between the federal 
tax lien and any liens competing with it, is a federal question, 
not a question of state property law. The Supreme Court has 
further held, in United States v. City of New Britain, 347 U. S. 
81 (1954), that the controlling rule in the case of priorities 
among liens is that “the first in time is the first in right.” Despite 
this rule, the Court has gone ahead virtually to nullify that rule 
in a series of decisions holding that a private lien, to enjoy 
priority over a federal tax lien, even though the private lien be 
completely valid and perfected under the terms of state law, 
must, nevertheless, be “choate.” 

By the use of the term “choate,” the Court means that not 
only must such lien have attached to specific property, but the 
exact amount of such lien must have been finally fixed beyond 
any controversy, for example, by entry of final judgment. What 
this boils down to is that the Supreme Court holds that the time 
as of which a lien, which is in competition with a federal tax 
lien, acquires priority with respect to the federal tax lien, is the 
time as of which such competing lien has become “choate.” The 
federal tax lien, however, under the terms of the Internal 
Revenue Code, arises automatically as of the time that the tax 
is assessed, and the Supreme Court holds that the federal tax 
lien is “choate,” for priority purposes, at that time. The act 
of assessment is an administrative act which is performed by 
the Internal Revenue Service. Such act is not open to public 
inspection, nor is there public notice given. Consequently, the 
federal tax lien is “choate,” in other words, a perfected lien, at 
the moment when the tax is assessed, whether or not notice of 
the lien is subsequently filed of public record. 


Possible Effects on Banks and Other Non-Federal Lienors 
From the standpoint of the banker who is considering the 
status of a loan which he has made or is about to make, there 
certainly are many problems resulting from this confusion which 
exists with respect to the validity of the various types of liens. 
We have already mentioned the problem which arises where a 
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mechanic's lien has been filed in accordance with state law and 
foreclosure proceedings instituted. In such case, despite all of 
that, the federal tax lien takes priority unless the foreclosure suit 
has proceeded to actual judgment. A similar problem arises 
where, in full compliance with state law, a surety has taken an 
assignment from the taxpayer of certain property rights as 
collateral security on a performance bond. Let us assume further 
that this assignment was made prior to the time the federal tax 
lien arose. Nevertheless, the Supreme Court has held, in United 
States v. Ball Construction Co., 355 U. S. 587 (1958), a case 
arising in Texas, that the federal tax lien was entitled to priority, 
because the lien of the surety was “inchoate.” The Court held 
that the liability of the surety, although completely incurred, 
had not become sufficiently fixed and definite in amount at the 
time the federal tax lien came into existence. 

In view of the Supreme Court cases which we have men- 
tioned, business men in general, and banks in particular, can- 
not be certain in any case how far the test of what is “choate,” 
as against “inchoate,” will be extended by the Supreme Court. 


This means that a banker, in lending money, simply cannot 
know what federal tax liens will be asserted against the bor- 
rower, and it means, in effect, that the bank, when it lends 
money, will be doing so at its peril with respect to federal tax 
liens. 


THE ALTERNATIVE PROPOSALS 


The American Bar committee working on this problem had 
a choice of two principal alternative proposals. The first was 
that the Internal Revenue Code be amended to provide that the 
priorities of all liens, including federal tax liens, be determined 
by state law. The other alternative would involve what the com- 
mittee called a “selective federal” approach, under which Con- 
gress, rather than state law, would determine priorities as be- 
tween federal liens, on the one hand, and all other liens on 
the other. 

The first alternative would have the merit of simplicity, so 
that federal tax liens would be treated just like other liens under 
state law. There is reason to argue, on the basis of historical 
study, that Congress originally intended, when it enacted the 
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present federal lien statute more than a century ago, to put the 
federal tax lien on the same basis, under state laws, as all other 
liens. Under this approach, the federal lien would be given 
priority, as of the date of its filing, against all other liens, except 
state and local property tax liens. 

The “selective federal” solution was, however, the one which 
the committee finally selected. Under this approach, Congress 
would determine by specific statutory provision in the Internal 
Revenue Code how far the priorities accorded to liens by state 
law would govern as against federal tax liens. This approach 
pays deference to the supremacy of the federal government, at 
least to some extent, and would give first priority to federal tax 
liens for the most part, although federal tax liens would not 
have absolute first priority in every particular. The problem, 
of course, is that in every case where priority becomes impor- 
tant someone will have to leave the scene without having his 
just claim satisfied. The committee's proposal would provide 
in such case that the merits should be carefully weighed to 
determine whether in such case the federal government or the 
competing lienor should be the one to have priority. The com- 
mittee would leave to Congress itself the policy decision as to 
where a federal tax lien should rank in relation to the other 
categories of competing liens. 

The “selective federal” approach is probably the most prac- 
tical one. Certainly Congress would not enact a statute which 
would leave the federal priority at the complete mercy of the 
laws of the particular state in which the dispute arose. To do 
this would leave federal taxes at the mercy of each particular 
state legislature and would in the long run result in a failure to 
treat citizens uniformly in the different states. There is, of 
course, also the problem of determining what kind of a legisla- 
tive proposal Congress would in fact be willing to adopt. The 
“selective federal” approach is, in effect, a combination of both 
federal and state standards. Under this approach no person 
would be granted any lien, claim or interest which he did not 
have under state law, or by valid contract. The provisions of 
the Internal Revenue Code, however, would establish the limits 
beyond which such lien would not be recognized, as against the 
federal tax lien. 
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Certainly a Congress which is faced with the problems of 
raising a federal budget of close to 80 billion dollars cannot be 
blind to the importance of keeping the federal tax collection 
machinery in strong condition. This factor alone is becoming 
ever more important in determining what Congress will or will 
not do toward enacting specific legislation changing the present 
arrangement, with all the confusion, and particularly the con- 
fusion resulting from the more recent decisions of the United 
States Supreme Court, which it involves. 

The views of the committee, boiled down, result in the con- 
clusion that the policy decisions with respect to federal tax 
priorities are properly decisions to be made by Congress and 
not by the states. Congress, in the opinion of the committee, 
should determine where inequities exist and should provide 
uniform rules, on a selective basis, which would apply through- 
out the country to protect the legitimate interests of those per- 
sons who have added value to the property of the taxpayer or 
who have relied upon the security of the value of the taxpayer's 
property, while also taking care of the needs and the rights of 
the federal government and preserving our federal tax struc- 
ture so that it will actually produce the taxes which it purports 
to levy. The statutory provisions suggested by the committee 
have, as a result, become rather lengthy, but, in this respect, 
they run into the same problem that all of our federal tax law 
runs into: that it is extremely difficult to make a taxing statute 
simple and at the same time equitable to all taxpayers. On 
many occasions the need for being fair causes the sacrifice of 
some simplicity in the wording of the statute. The commit- 
tee’s proposed solution does not establish a federal system of 
property laws. Under the committee's proposed solution, it is 
a fundamental requirement that in order to have a right or 
priority with respect to the federal tax lien a person must first 
have a valid right or priority under state law. Then the pro- 
posed Internal Revenue Code amendments would provide to 
what extent such a person's rights would be recognized when 
they conflict with the federal tax lien, just as state laws now 
define the priorities between state tax liens and the liens of 
private citizens. The committee’s proposal was approved by 
the House of Delegates of the American Bar Association on 
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February 23, 1959, and legislation to carry out the new pro- 
visions is now being considered in the current session of Con- 
gress: H. R. 7914, H. R. 7915 and S. 2305. 


SOME DETAILS OF PROPOSED AMENDMENTS 


While space does not permit a detailed analysis of all the 
provisions of the proposed amendments to the Internal Revenue 
Code which would set forth the rules on federal tax liens as 
against other liens, it might be worthwhile to discuss some of 
the problems which have been specifically dealt with in the 
proposed amendments. 


Mechanic's Liens 

In all states the mechanic or materialman is favored by the 
law. He is given a lien on real property to which he has added 
value by improving or repairing it. In some states he is given 
the lien even over prior liens, to the extent of the value which he 
has added to the property, and in many states the mechanic's 
lien extends to the unpaid proceeds of the contract. 

The mechanic's lien, however, has not done too well in com- 
petition with federal tax liens in the White Bear case which we 
have previously referred to. The mechanic lienor completed 
his work, filed his lien and began foreclosure proceedings be- 
fore the federal lien arose and was filed. Nevertheless, the 
Supreme Court of the United States held that the mechanic's 
lien was “inchoate” until reduced to judgment and, therefore, 
took second place to the federal lien. The net result is that the 
mechanic and materialman may wind up adding value to the 
property which is taken over for the payment of federal taxes 
owed by the owner of the property, and the mechanic and the 
materialman will be left without any compensation for the 
added value resulting from his work and materials. 

Under the proposed amendment to the Internal Revenue 
Code which the American Bar Association committee is spon- 
soring, mechanic's liens would be given priority over federal 
tax liens which are unrecorded at the time the mechanic’s lien 
is effective under state law, and such mechanic’s liens would be 
given priority against contract proceeds, even against pre-exist- 
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ing federal tax liens which had been filed against the contractor. 
Such priority would not, however, prevail against a federal tax 
lien for withholding taxes on the job out of which the mechanic's 
lien arose, since such taxes.are considered a part of the cost of 
the job, just as are the wages on which such taxes have been 
levied. 


Mortgages 

Under Section 6323 of the Internal Revenue Code, a federal 
tax lien is “not valid against any mortgagee . . . until notice 
thereof has been filed .. .” This provision gave mortgagees 
considerable assurance until the Supreme Court in 1958 de- 
cided United States v. R. F. Ball Construction Co. In that 
case the Court held that contractual liens in the nature of mort- 
gages or pledges must be “choate” in order to be valid against 
the federal tax lien. Consequently, under that decision any 
future or contingent advance of any kind, either optional or 
obligatory, made by a mortgagee after the filing of a federal 
tax lien, would be subordinated to such federal tax lien. Prior 
to that decision of the Supreme Court the Internal Revenue 
Service had ruled, in Rev. Rul. 56-41, that where the obligation 
to make advances was entirely optional, a mortgagee did not 
have a priority over unrecorded federal tax liens, but the Service 
ruled to the contrary in the case of obligatory advances. With 
the Ball decision strengthening the hand of the Revenue Service, 
the position of obligatory advances now has become dubious. 

Under the proposed revision of the Code, the priority rights 
of mortgagees holding security for obligatory advances and 
for other advances which are “necessary”, even if not strictly 
obligatory, are given priority against federal tax liens, where 
such advances are necessary to complete construction which 
has been started, or to repair and preserve the property, unless 
notice of the federal tax lien has been filed or unless actual no- 
tice to the mortgagee can be proved. 


Banks 

There are many problems which specifically arise with 
respect to federal tax lien problems of banks. The two principal 
problems relate to federal tax liens applied to bank deposits and 
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the question of the bank's right to set off the depositor’s indebt- 
edness to the bank against his bank balance, on which a lien 
may be imposed. 

Federal Tax Liens Applied to Bank Deposits.—Turning first 
to the question of federal tax liens on bank deposits, it is clear 
that in theory, at least, the bank is liable to the Treasury Depart- 
ment for all withdrawals which a depositor makes after the 
federal tax assessment has been made. At that time, however, 
the federal tax lien is secret and completely unknown to the 
bank. In practice, the Internal Revenue Service has adopted 
the policy of giving banks actual notice of levy against a de- 
linquent taxpayer and after such notice the bank is expected by 
the Treasury Department not to allow any withdrawals which 
would reduce the depositor’s balance below the amount of the 
lien. Under Rev. Rul. 57-367 a bank will not incur liability for 
paying out deposits after notice of a federal tax lien has been 
filed if the bank does not have actual notice or knowledge of the 
lien, as distinguished from constructive notice, if there is no 
negligence or fraud on the part of the bank. Where the bank 
has actual notice of lien, the ruling requires that the bank pro- 
tect itself against the possibility of liability to the federal govern- 
ment by notifying the Director of Internal Revenue of the facts 
and by asking the Director what the bank should do. In the 
meantime the bank should withhold any payments. In the case of 
banks which have several branches, this can pose a very serious 
practical problem of distributing proper notice to the various 
branches. Another problem which has bothered banks is that 
concerning the possible continuing effect of a federal tax lien on 
a bank deposit. If a levy has been made and the bank pays over 
the amount then in the account, which amount is less that the 
amount of the levy, then the bank has actual, and not merely 
constructive, notice of an unsatisfied federal tax lien to the 
extent of the unpaid balance of the levy. The bank’s informa- 
tion, however, on the amount unpaid will quickly become out 
of date, and if the bank is required to remain alert for future 
deposits by the taxpayer this can present a severe burden to 
the bank. 

The American Bar committee has proposed an amendment 
to the Internal Revenue Code, applicable not only to banks, but 





FEDERAL TAX LIENS 551 


to all persons who owe money to the tax delinquent, or hold 
property for him, under which amendment it would be made 
clear, in conformity with the decisions under the present law, 
that a levy has no continuing effect. The amendment would, 
however, oblige the person levied upon merely to turn over the 
money then owed or the property then held. No liability would 
be incurred by reason of a payment or delivery to the taxpayer 
prior to another levy on the particular debt or property, even 
though the bank or such other person had knowledge of an 
unpaid tax liability, if the payment or delivery is not made in 
bad faith to defeat collection of the tax. 


Set-offs of Deposits vs. Tax Liens on the Same Deposits.—The 
problem of the bank’s right to set off the depositor's indebted- 
ness to the bank against the depositor’s bank balance presents 
another problem for bankers. In theory this right of the bank 
can be asserted at any time, but in practice the set off is not 
made by the bank until one of four events occurs: (1) when the 
depositor so requests; (2) when the depositor is in default to the 
bank to an extent which causes the bank to elect to exercise the 
set off; (3) when the bank receives notice of a judicial levy; 
or (4) notice of a federal tax lien. 


Although under state law the bank has the right to exer- 
cise the right of set off after notice of a judicial levy, a decision 
by the Circuit Court of Appeals of the Ninth Circuit in 1957 
(cert. den. by the United States Supreme Court), in Bank of 
Nevada v. U. S., 251 F. 2d 820, applied the test of “choateness” 
and held that the bank cannot set off after notice of a federal 
tax lien. 


The proposal of the American Bar Association committee, 
which applies to all debtors of the taxpayer, would provide as 
follows: 


(a) The taxpayer's debtor may assert any valid set off or defense 
which he could have maintained if an action had been com- 
menced against him by the taxpayer at the time of the levy 
(or at the time his indebtedness to the taxpayer matured, 
if later than the levy), unless the set off or defense was ac- 
quired in bad faith with intent to defeat a lien known to the 
debtor. 
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(b) The government’s levy is not invalidated by its failure to sur- 
render any requisite receipt, passbook, document of title, ne- 
gotiable instrument or other specialty. The government must, 
however, indemnify the debtor against any resulting loss or 
expense. 


Other Bank Matters Relating to Federal Liens.—Banks are 
affected by many other facets of the problems relating to fed- 
eral tax liens as against other types of liens. There simply is 
not time to cover those problems in detail. Among them are 
the following: liens of sureties and insurance carriers, of con- 
tract purchasers, landlords and attorneys; problems relating 
to attachment, garnishment and judgment creditors; state and 
local tax liens, not to mention maritime liens, ship mortgages, 
constructive trusts, forfeitures under state laws, and the multi- 
tudinous other statutory liens provided under state law. There 
are also problems relating to the ten-year lien provided by the 
federal estate and gift tax laws, problems relating to bankrupt 
and insolvent taxpayers, problems relating to federal liens other 
than tax liens, and a host of procedural problems involving the 
right to sue the federal government, and the application of the 
doctrine of lis pendens. There are also problems relating to 
the different types of property interests which are subject to the 
federal tax liens, including tenancy by the entirety, joint ten- 
ancy, homestead, partnerships and life insurance. 

“Circular Priority.”"—In the time remaining, we might dis- 
cuss a particularly difficult problem as it relates to banks, that 
of “circular priority.” 

As we have already noted in several cases, particularly the 
New Britain Bank case, and in Exchange Bank and Trust Co. 
v. Tubbs Mfg. Co., 246 F. 2d 141, Fifth Circuit (1957), cert. 
den., it has been held that state taxes accruing subsequent to a 
federal tax lien are subordinate to the federal claim. Under 
state law, however, the state and municipal taxes are entitled 
to priority, even over an earlier mortgage, but under state law 
the prior mortgage is superior to a federal tax lien. This results 
in what has been called “circular priority.” The way this has been 
worked out is to take the state or local taxes out of the mort- 
gagee’'s recovery. 

As an example, let us assume that a particular piece of prop- 
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erty is subject to the following liens: (1) a $20,000 federal tax 
lien; (2) a $10,000 mortgage recorded before notice of the tax 
lien was filed; (3) a $2,000 lien for property taxes which were 
assessed after the federal taxes, but which have priority over 
the mortgage under state law; and (4) an $8,000 mechanic’s 
lien which, under state law, ranks behind the state property tax 
lien, but ahead of the mortgage because the work was started 
before the mortgage was recorded. 

What would be the treatment of the various liens under the 
present law? The answer today is as follows: 


(1) The federal tax lien is junior to the mortgage but has priority 
over the property tax lien and over the mechanic’s lien, under 
the “inchoate” doctrine of the United States Supreme Court; 

(2) The mortgage is junior to the property tax lien and the me- 
chanic’s lien but has priority over the federal tax lien; 

(3) The property tax lien is junior to the federal tax lien but has 
priority over the mechanic's lien and the mortgage; and 


(4) The mechanic’s lien is junior to the federal tax lien and the 
property tax lien but has priority over the mortgage. 


The net result is that each of the four is junior to at least 
one of the other three and at the same time has priority over at 
least one of the others. 

In this case, the four claims total $40,000. Let us assume 
that the property sells for only $15,000. Who will get the 
$15,000? Under the circular priority rule of the Supreme 
Court in the New Britain case, $5,000 goes to the federal tax 
lien and $10,000 is left for the other three. Under the state 
priority rules $2,000 will go to pay the property tax and $8,000 
will go to the mechanic. Nothing is left to pay the mortgage 
or the $15,000 balance of the federal tax. This result seems 
strange for the following reasons: 


(1) The property tax lien and the mechanic's lien would both have 
been wiped out by the $20,000 federal tax lien were it not for 
the presence in the picture of the mortgage, and 

(2) The mortgage, having protected the rights of the property tax 
lien and the mechanic's lien, nevertheless gets nothing, al- 
though $5,000 went to satisfy the federal tax lien which is 
junior to the mortgage. 
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When you assume different amounts for the different liens, 
the results come out in other combinations, but the results are 
always strange because of the circular priority involved. 

Where the mortgagee has advanced the money to pay the 
taxes and seeks to add the taxes advanced to his mortgage debt, 
the results might be avoided, even though the taxes accrued 
after the filing of the federal tax lien and are junior to such lien. 
This result was permitted in a New York case, Rikoon Real 
Estate, v. Two Bor Dress, Inc., 9 Misc. 2d 591, 171 N. Y. S. 2d 
19 (1957), on appeal. 

One solution which the government has adopted for ad- 
ministrative purposes to avoid getting into too many mortgage 
foreclosure suits has been to encourage the use of administrative 
discharge of the federal tax lien by the voluntary payment to 
the federal government of its interest in the property. This 
takes care of the federal tax lien but, of course, does not elimi- 
nate the problems relating to state and local property tax liens. 
Some of the Internal Revenue offices, in making this sort of ar- 
rangement, have taken a practical viewpoint and made al- 
lowance for the special case of state and local property tax liens 
which would result upon the discharge of the federal tax lien. 
Under the amendment to the Internal Revenue Code proposed 
by the American Bar Association committee, the “super pri- 
ority” of real property taxes would be recognized. This would 
confirm the administrative practice which has in effect used this 
solution to solve the problem of “circular priority.” Under this 
proposal a “straight line” priority would result, with property 
taxes coming first, where state law so provides, and the prior 
mortgage coming next, both being satisfied before the federal 
tax lien. Under the proposal, mechanic's liens would no longer 
be subordinate to later federal] tax liens but would take pri- 
ority as of the time when they have priority under state law. 
Where mechanic's liens are given a “super priority” over liens an- 
tedating the work, there might still be some conflict even under 
the proposed amendment because the question would arise as to 
when and to what extent the super priority would be recognized. 


CONCLUSIONS 
By this time most of you probably are sufficiently confused 
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as to agree with the definition of an expert as one who speaks 
with conviction about a subject which he does not understand, 
but speaks with such authority that he convinces you that the 
confusion is only in your own mind. Or to paraphrase some 
anonymous wit, “Here we have an anomaly wrapped up in a 
paradox.” Certainly to solve this problem of federal tax liens 
versus other types of liens, the wisdom of Solomon would be 
none too sufficient. The study performed by the American Bar 
Association committee, nevertheless, has gone a long way to 
delineate the problems. Whether Congress will adopt their 
proposed solution, either in whole or in part, remains to be seen. 
Certainly there are those who, on behalf of the Treasury De- 
partment, will oppose any change which might result in les- 
sening the power of the Treasury Department in asserting 
federal tax liens. The needs of the Treasury are such these 
days that even meritorious amendments to the Internal Revenue 
Code, such as the proposed retirement provisions for self-em- 
ployed persons, are being forced to take second place to the 
needs of the federal government for money. Congress, in con- 
sidering the confusion and inequities which presently exist with 
respect to the problem of priority of liens, will certainly not be 
deaf to the pleas of the Treasury Department that the present 
strong position of the federal government be not weakened in re- 
lation to the competing rights of the state and local governments, 
as well as the private citizens. Until a solution is found, how- 
ever, it appears that bankers and others who are caught in the 
middle will have to hold their breath and realize that to a large 
extent they must continue to act in this area at their own peril. 


SEC WINS INJUNCTION AGAINST SAVINGS AND LOAN 
ASSOCIATION 


The Securities and Exchange Commission has won a 
permanent injunction against a savings and loan association 
in Maryland which bans the further offering and sale of that 
institution’s passbooks to the public. The association had 
been charged by the SEC with issuing false and misleading 
statements in offering its passbooks for sale. This act according 
to the SEC violated the anti-fraud provisions of the Securities 
Act of 1983. 











Checks in International Trade 
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In the United States, payment by check has become routine. 
The mythical man in the street, his wife, and even his minor 
children, are familiar with the use of checks and the basic legal 
consequences of such use. In many foreign countries checks 
are not so widely used, but their utility is recognized and their 
legal status is well established. Additionally, there appears to 
be a significant volume of checks used as a means of interna- 
tional payment. 


The physical appearance of a check is much the same 
throughout the world. While this similarity of form encourages 
and facilitates use of the instrument, it also creates a potential 
hazard because the legal consequences and uses of similar 
looking instruments or of the same instrument in different coun- 
tries may vary markedly from country to country. In some 
foreign countries the use of non-negotiable instruments for 
“cash” payments, without the use of money, is widespread. 
Thus, functionally, checks in the United States are not neces- 
sarily the equivalent of checks drawn overseas. 


Within the scope of this paper, it would be impossible to 
attempt a comprehensive discussion of the variant legal as- 
pects of checks under the major legal systems of the world, much 
less a survey of the variations in the law of individual nations. 
There may, nevertheless, be some interest and value in consider- 
ing a few of the more dramatic instances of different results 
through the use of the same instrument. 


As suggested above, the statutory uniformity of the various 
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author is particularly unqualified, reliance has been placed on the observations 
of Lic. Clodoaldo Barrera of the Mexican Bar, and Gerichtsreferendar Kurt 
Madlener. With respect to the law of the United States, the author gratefully 
acknowledges the cooperation of Messrs. Arthur N. Field and Edward G. Moran, 
Jr., of the New York Bar, without whose careful research and constructive comments 
this paper would have been shorter and published sooner. 

This article is reprinted from the April 1960 issue of THE BUSINESS LAWYER, 
a publication of the Section of Corporation, Banking and Business Law of the Ameri- 
can Bar Association. 
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states in the United States has made the rights and liabilities of 
parties to the instrument relatively precise and relatively a 
matter of common knowledge. To some extent at least the sit- 
uation in a significant number of European and South American 
countries is similar to that in the United States in that uniform 
basic rules are involved. These countries are signatories to the 
International Convention of 1931 on a Uniform Check Law.’ 
Even within this group, however, disparities are significant. 
The nature of a check under this convention and under the 
various rules of law of the non-signatory nations presents a sig- 
nificant contrast to those with which we are familiar. 

In the United States, a check is a bill of exchange, drawn on 
a bank, payable on demand. It represents an order by the 
drawer which is unconditional but not irrevocable. It is not an 
assignment of funds. The bank on which it is drawn is not 
liable to the holder unless or until the bank pays or certifies the 
check. The drawer may revoke his order and stop payment at 
any time prior to certification or payment. The drawer under- 
takes that the check will be honored; upon dishonor he is liable 
to the holder or to any endorser who may be compelled to pay 
the instrument. The payee and each subsequent endorser 
warrants that the instrument is genuine and in all respects what 
it purports to be; that he has good title to it; that all prior par- 
ties had the capacity to contract; that he has no knowledge of 
any fact which would impair the validity of the instrument or 
render it valueless; that the instrument is at the time of his en- 
dorsement valid and subsisting. In addition, he engages that 
on due presentment it shall be accepted or paid, or both, as the 
case may be, according to its tenor, and that if it be dishonored 
and necessary proceedings taken, he will pay the amount there- 
of to the holder or to any subsequent endorser who may be com- 
pelled to pay it. Notwithstanding the foregoing rules, the 
maker, the payee, or any subsequent endorser may negate or 
limit his own liability to a greater or lesser extent. By express 
stipulation, the drawer may limit or entirely negate his liability 
to the holder. By qualifying their endorsements, the payee and 
subsequent endorsers may negate the warranties that the instru- 


1 League of Nations Document, C. 194 N. 77. 1931 II.B. See, Feller, The 
International Unification of Laws Concerning Checks, 45 Hany. L. Rev. 668 (1931). 
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ment at the time of endorsement is valid and subsisting and that 
it will be paid. 

Outside the United States, and depending upon the law of 
the particular country, some or all of the foregoing rules ob- 
tain. In many countries, especially those whose jurisprudence 
derives from the civil law, a check is not merely a bill of ex- 
change drawn on a bank and payable on demand; it differs 
significantly in theory and may have practical consequences 
different from a bill of exchange. 

A number of rather striking differences seem attributable to 
extensions of the concept of negotiability beyond what is fa- 
miliar in this country. It is anomalous to those not acquainted 
with our Negotiable Instruments Law that we speak of ne- 
gotiability but allow one party, the drawer, to stop payment, 
without reason, even as to bona fide purchasers for value. 

In some countries, a distinction is made between a so-called 
“credit instrument” and an “instrument of payment.” In these 
countries ordinarily the check is regarded as an instrument of 
payment and its use as a credit instrument is restricted or pro- 
hibited. The distinction in concept between credit instrument 
and instrument of payment is clear to practitioners in the coun- 
tries where such distinction is made;* as an exercise in specula- 
tion, it may be said that a credit instrument is one which may 
affect the credit of the country, as in the case of circulating 
bank notes in the United States of many years ago. Wherever 
truth lies, the fact is that an instrument which may look very 
much like a check serves a different or limited purpose in a 
country where a check as there known must be differentiated 
from a credit instrument. 


In some countries another unfamiliar concept is encountered. 
A check may have many of the attributes of an actual assignment 
of funds, or, as it is termed, there is a “transfer of rights in the 
cover. 

These fundamental distinctions produce results quite dif- 
ferent from those we would anticipate under our law. 


Even in the absence of an assignment concept, many coun- 
tries, such as Germany, permit a bank which has funds of a 


2 This excludes the author. 


—S e.U™” UO ONS 


|= 





CHECKS IN INTERNATIONAL TRADE 559 


drawer to pay a check drawn by him on it, if presented within 
a statutory period from the date of issue, notwithstanding re- 
ceipt of a stop-payment order. The bank is not directly liable 
to the holder for dishonor of the instrument as it would be in 
an assignment country. The German bank situation is not un- 
like that of a bank in the United States where the rules of law 
immunize the drawee bank from action by the payee or any 
subsequent holder, merely relegating those parties to recourse 
against the drawer and their prior endorsers, and leaving the 
drawee liable only to the drawer. In Germany, however, the 
drawer may be liable, in appropriate circumstances, for dam- 
ages in addition to the value of the check. 

An obvious corollary, which merits some discussion, is the 
restriction of the right of the drawer to stop payment. This 
right, virtually absolute in the United States, is often eliminated 
or seriously curtailed. Only if a check is not presented in “due 
time” may the drawer stop payment. In Mexico, for example, 
when a check is drawn for presentation outside Mexico, or is 
drawn outside Mexico for presentation within that country, the 
law expressly prohibits any countermand of payment within the 
first three months after issuance of the check. This is to be 
contrasted with the practice in the United States, where the 
drawer may, at any time, and without explanation, stop payment 
on a check and force the holder into litigation with him or with 
endorsers prior to the holder. 

In the United States, a check which is not presented within 
a reasonable time after the date of its issuance is “stale” and 
therefore suspect. In some countries it simply becomes re- 
vocable. 

A bill of exchange, to which a check is substantially equated 
in the United States, may be and frequently is issued in several 
counterparts, payment of one of which discharges the obliga- 
tion. The almost total liberality with respect to stop payment 
orders in the United States implies that duplicate or substitute 
checks may be issued with only the risk of inadvertent pay- 
ment by a bank which has been notified of a stop payment order 
to be reckoned with. This is clearly not the case where the 
applicable law restricts the ability of the drawer to emasculate 
the instrument. 
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In a related vein, the consequences of certification, if avail- 
able at all, are necessarily different, depending upon the revoc- 
ability of the check. Thus, while certification in the United 
States is acceptance by the bank and makes it primarily liable, 
in a country in which checks are irrevocable until past “due”, 
or constitute assignments, certification would primarily estab- 
lish that the funds were available to cover the check. In fact, 
certification is simply not available in many countries, such as 
Germany.° 


Under our law, one who, however innocently, takes a check 
from a thief in reliance upon a forged or unauthorized endorse- 
ment has no rights on the instrument and indeed is liable to the 
drawee bank if the check is paid, just as the drawee bank is liable 
to the drawer for such payment. 

The account relationship constitutes the drawee bank the 


debtor of the drawer. The debt can be discharged only by 
payments in accordance with the order of the drawer. A 
payment to a holder who has taken the instrument under a 
forged or unauthorized endorsement is not a payment in ac- 
cordance with the order of the drawer and the consequence is 
that the drawee has paid out its own funds and may not recoup 
by debiting the drawer’s account or, in the event that it has 
debited the account, may be required to restore the balance. 
In such case, the drawee bank may recover the amount of its 
payment from the presenter of the check under one of several 
theories. If the presenter has expressly guaranteed prior endorse- 
ments (which is normally the case where the presenter is a col- 
lecting bank) he will have warranted the genuineness and effect 
of such prior endorsements. If the presenter is a holder who 
merely demands payment, he will be liable in quasi-contract. 
Whatever the theory of recovery by the drawee bank, the holder 
will be relegated to rights against his prior endorsers which, 
obviously, will not include rights against a party whose purport- 
ed endorsement was, in fact, a forgery or an unauthorized act. 
It should be noted that presentation of a check for payment by 
the holder to the drawee is not a negotiation of the instrument 
and as between the two parties the drawee bears the risk of a 


® STEEFEL, TRADING UNDER THE Laws oF GERMANY 168 (1956). 
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forged signature of the drawer. Obviously, where the forgery 
of the drawer’s signature is discovered prior to payment, the 
drawee is not required to pay; but he is presumed to know the 
signature of the drawer, and if he does pay, is not ordinarily 
able to recover from the holder. 

In the United States the title concept frequently overrides 
the concept of negotiability; in many foreign countries a con- 
trary result is found. In such countries, the negotiable character 
of the check outweighs all other considerations. The drawee 
bank’s only obligation is to ascertain that the instrument ap- 
pears to have been duly negotiated. The drawee bank must 
verify the signature of the drawer; it must ascertain that the 
check bears an endorsement purporting to be that of the payee 
and it must require the added endorsement of the presenter and 
must identify him.* The endorsements, however, warrant only 
payment and not the validity of prior endorsements under the 
Uniform Negotiable Instruments Law in the United States. For 
example, if A draws a check on Bank X, payable to the order 
of B, and thereafter D presents the check to the bank for pay- 
ment, the bank’s duty is to ascertain that A has drawn the check; 
that there are sufficient funds in A’s account to cover the check; 
that an endorsement purporting to be that of B appears on the 
check; if the check has apparently been negotiated to C then 
that there is on the check an endorsement which purports to be 
that of C and that D, identified by passport, identity card, or in 
some other fashion, is in fact D. This exercise completed, Bank 
X is protected in making payment to D even though the endorse- 
ments of B and C are spurious. 

An incident of this situation is that B or C, from whom the 
check may have been stolen, have no rights on the instrument, 
whatever may be their rights against the thief. 

The repercussions of international variations in the law of 
checks are by no means confined to the American abroad, wheth- 
er he be an unsuspecting tourist or a relatively sophisticated 
business man. Even checks drawn within the United States on 


4 In Casper v. Kuhne, 159 App. Div. 389, 144 N. Y. Supp. 502 (1st Dept. 1913), 
the court applied the law of Austria which placed no burden on the drawee bank to 
demand identification of the holder of a check, drawn to order, on which the 
signature of the payee had been forged. 
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and payable at banks within the United States may, if they are 
sent abroad, bring back with them the germs of alien concepts 
which sometimes fester into liability. 

In 1923 a check was drawn on the Treasury of the United 
States for a refund of income tax unlawfully collected, payable 
to the order of a New York corporation and was mailed by the 
Treasury Department in Washington, D. C., to the corporation 
in New York. The check was endorsed in the corporate name 
by the President of the corporation and, thereafter, presumably 
in Portugal, was endorsed “pay to the order of Banque de Brux- 
elles, Lisbon, June 1, 1923”. It was mailed to the Banque de 
Bruxelles, a Belgian corporation, located and doing business 
in that country, and received by the bank in Brussels for col- 
lection and credit to the personal account of the President of the 
New York corporation. The Belgian bank endorsed the check 
“pay to the order of the National Metropolitan Bank of Wash- 
ington”, forwarded it for collection; collected it in Washington 
through its correspondent bank; received the proceeds and 
credited the account of the corporate president who thereafter 
withdrew the amount from the Belgian bank for his own use. As- 
signees of the receiver of the New York corporation, contending 
that the President had no authority to receive the proceeds of 
the check, brought an action in New York against the Belgian 
bank which pleaded and proved that by the laws of Belgium no 
liability or duty of inquiry is imposed on a bank receiving such 
checks for collection and credit to the personal account of the 
creditor official. Pound, J., writing for a unanimous Court of 
Appeals, said: 


“No business man of intelligence would cash the check for 
(the corporate President) in New York without notice of the pro- 
bability that he was assisting (him) to convert corporate funds to 
his personal use. The rule of the Civil Law is contrary in prin- 
ciple to that of the common law in this regard and the two cannot 
be reconciled nor should they be for the purposes of this case.” 


The Court of Appeals, reserving the question as to whether 
Belgian law might properly be applied to the completed trans- 
action if the Banque de Bruxelles had acquired full title to the 
check, held that as the Banque de Bruxelles received the check 
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for the purpose of collection, it became the agent of the en- 
dorsee, the corporate president, to collect the money and, as- 
suming the law of Washington D. C., to be the same as that of 
New York, subjected itself to New York law and acted at its 
peril. Weissman v. Banque de Bruxelles, 254 N. Y. 488, 173 
N. E. 835 (1930). Judgment was for the plaintiff, against the 
collecting bank. 

In United States v. Guaranty Trust Co., 293 U. S. 340 (1934), 
the Supreme Court of the United States passed upon the ques- 
tion reserved in the Weissman case. The Disbursing Clerk 
of the United States Veterans Bureau drew a check on the 
Treasury of the United States, payable to one Macakanja, a resi- 
dent of Yugoslavia, and mailed it to him there. It appeared 
that some one other than the intended payee came into posses- 
sion of the check, wrote Macakanja’s name on the back of it and 
negotiated it in Yugoslavia through the Merkur Bank which 
duly endorsed the check and transferred it while in Yugoslavia, 
to the Slavenska Bank which, in Yugoslavia, endorsed the check 
to Guaranty Trust Company and forwarded it by mail. Guaran- 
ty presented the check for collection through the Federal Re- 
serve Bank of New York, and the check was paid. Upon dis- 
covery of the forgery, the United States brought action against 
Guaranty Trust to recover the amount of the payment. The 
Supreme Court noted that the check was both drawn and pay- 
able in the District of Columbia and that by the law of the Dis- 
trict a forged endorsement of the payee’s name is wholly in- 
operative so that ordinarily a subsequent bona fide holder for 
value without notice of the forgery would acquire neither title 
to the instrument nor the right to enforce payment; and would 
acquire no right to retain the proceeds if payment were made 
in ignorance of the forgery. The Court held, however, that 
the validity of a transfer of a chattel brought into a country by 
the consent of the owner is governed by the law of that 
country; and that rule applies to negotiable instruments. Hence 
the Court determined that the Government, having made the 
check payable to one therein described as resident in Yugo- 
slavia and having mailed it to his Yugoslavian address, must be 
deemed to have been intended that it be negotiated there ac- 
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cording to the law of that country. The Court found that the 
law of Yugoslavia provided that a transferee in due course ac- 
quires, despite forgery, not only good title to the instrument 
but also the right to collect and retain the proceeds thereof in 
consequence of which the banks acquire good title to the check. 
Dealing with the Government's contention that, since the check 
was both drawn and payable within the District of Columbia, 
District law governed and the Government was entitled to re- 
cover the payment as money paid by mistake, even though title 
to the check had passed to Guaranty, the Supreme Court held 
that the Yugoslavian law, conferring upon the bank not only 
good title but also the right to collect and pay the proceeds, 
was controlling. The Supreme Court said: 


“Indeed, the Courts of New York, where this suit was brought, 
would doubtless give effect to the rule of the foreign law here 
relied on. Compare Weissman v. Bruxelles, 254 N. Y. 488, 494; 
173 N. E. 835.” 


It is to be noted that both the New York Court of Appeals 
and the Supreme Court of the United States emphasized the 
free interplay of American and foreign law. The decisions 
illustrated the principle not only that the legal consequences of 
dealings with a check may be diametrically different under the 
laws of different countries, notwithstanding the identity of the 
transaction and of the form of the instrument, but also that the 
impact of foreign law may reverse the expectations of a party 
even in the courts of his own country, since the law of the 
country where the transfer of title is made, by endorsement or 
otherwise, will generally be applied. 

An additional hazard may be encountered depending upon 
whether, under the law of the forum, the item in dispute is de- 
termined to be a bill of exchange or a check. In the case of the 
former, the rights and obligations will ordinarily be determined 
by the law of the place where the bill was drawn, while in the 
case of the latter, the rights and obligations may be determined 
by the law of the place where the instrument is payable; see 
Amsinck v. Rogers, 189 N. Y. 252, 82 N. E. 134 (1907). The 
New York courts, for example, have apparently extended the 
rule applicable to bills of exchange to include checks. Swift & 
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Co. v. Bankers Trust Co., 280 N. Y. 135, 19 N. E. 2d 992 (1939). 
The extension is probably not of universal application. 


How the general practitioner or the layman in the street is 
to protect his client or himself against such frustrations is not 
susceptible of categorical answer. Even if the layman in the 
street consults his lawyer before paying by check for his sub- 
scription to La Vie Parisienne, the average attorney may be hard 
put to advise. The area is one in which, for lawyer and client 
alike, it is well, in case of any doubt, to consult a banker. 


ACCORD REACHED BETWEEN BANKERS AND BAR 
ASSOCIATION 


It was reported recently that accord has been reached 
between the North Carolina Bankers Association and the North 
Carolina Bar Association regarding the proper functions of cor- 
porate fiduciaries in the administration of estates, trusts and 
guardianships. The agreement between the two organizations 
specified some sixteen acts which are not to be performed by 
trust companies. These range from the drafting or probating 
of wills to representing customers before the tax authorities. 
Further the agreement specified twenty-five acts which can be 
performed by corporate fiduciaries. These involve for the most 
part ministerial and business aspects of trust and estate admini- 
stration. 











BANKING DECISIONS 


In this department are published each month all of the important decisions 

of the Federal and State Courts involving questions pertaining to the 

law of banking and negotiable instruments. The experiences they disclose deserve 
careful attention and study of bankers, bank counsel, the depositor 


and the bank student seeking advancement. 





Application for Bank Branch in New Jersey 
Approved 


The Supreme Court of New Jersey recently affirmed a de- 
termination of the Commissioner of Banking and Insurance ap- 
proving the application of Howard Savings Institution of New- 
ark for permission to establish a branch office in North Caldwell, 
New Jersey. 


Under the applicable New Jersey statutes, commercial and 
savings banks are permitted to establish branch offices in the 
municipality where their principal office is located or in any 
municipality in the same county where there are no banks at 
all. Concededly the proposed branch location met these statu- 
tory requirements. The crux of the controversy centered around 
the additional statutory requirements that the interests of the 
public be served by the establishment of the proposed branch 
office and that conditions in the “locality” in which the proposed 
branch office is to be established afford reasonable promise of 
successful operation. 


North Caldwell is one of seven municipalities in a geograph- 
ical region known as West Essex. The objecting banks took 
the position that by use of the word “locality” the legislature 
intended that applicants for permission to establish branch 
offices had to show reasonable promise of successful operation 
based upon conditions in the municipality where the proposed 
branch was to be established. Howard Savings Institution pre- 
sented its case on the theory that it expected to draw business 
from an area measured by the two mile radius of the pro- 
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posed site—an area which encompassed several communities. 
The court agreed with Howard Savings Institution stating that 
“locality” as used in the statute was intended to mean a trad- 
ing area as distinct from a-political subdivision. 

The court also commented that in determining whether the 
interests of the public are to be served, absolute public neces- 
sity for further facilities is not essential. The public should 
always be entitled, the court observed, “to increased interest 
rates and greater services and convenience which proper com- 
petition may well bring”. Application of Howard Savings In- 
stitution, Supreme Court of New Jersey, 159 A.2d 113. The 
opinion of the court follows: 


HALL, J.—This appeal challenges a determination of the Commis- 
sioner of Banking and Insurance approving the application of the 
Howard Savings Institution (“Howard”), a mutual savings bank with 
its main office in Newark, Essex County, to establish a branch at 27 
Bloomfield Avenue, in the Borough of North Caldwell, in the same 
county. Appellants, objecting financial institutions in the general area, 
sought review in the Appellate Division pursuant to R.R. 4:88-8 and the 
appeal was certified on our own motion prior to argument there. 
R.R. 1:10-1(a). 

The questions raised revolve around the meaning and application 
of certain of our statutory requirements for bank branches. N.J.S.A. 
17:9A-19 and 20. These provisions had their origin in the Banking 
Act of 1948. L.1948, c. 67, §§ 19 and 20. Section 19, as amended by 
L.1952, c. 220, § 1, deals with basic physical requisites. Beyond situations 
arising from merger or liquidation not pertinent here, both commercial 
and savings banks are thereby permitted to establish branch offices 
in the municipality where the principal office is located or in a munici- 
pality in the same county “in which no banking institution has its 
principal office or a branch office.” “Municipality” is defined by the 
act, in effect, as a political subdivision (N.J.S.A. 17:9A-1(10)) and 
“banking institution” as a state commercial bank or trust company, 
a savings bank or a national bank (N.J.S.A. 17:9A-1 (2) ). It may be noted 
that neither state nor federal savings and loan associations are included 
within the latter definition. There is no dispute that the proposed 
branch location meets this requirement. There is no bank of any kind 
in North Caldwell or even a savings and loan association. This section 
also demands that the savings bank seeking to establish the branch have a 
specified minimum surplus, which, it is conceded, is amply satisfied here. 

The crux of this case relates to the criteria prescribed by section 20. 
It is there provided that before any branch office shall be established, 
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except those resulting from a merger, application shall be made for 
the Commissioner’s approval, which he shall grant, if, after such investi- 
gation or hearings as he “may determine to be advisable,” he shall find, 
in addition to compliance with the requirements heretofore mentioned: 


“(2) that the interests of the public will be served to advantage 
by the establishment of such branch office, and 

“(3) that conditions in the locality in which the proposed 
branch office is to be established afford reasonable promise of 
successful operation.” 


The Commissioner concluded these requisites had been met after 
a lengthy hearing at which the applicant and the objectors, appellants 
and two savings and loan associations who have not appealed, presented 
full factual and opinion evidence. Before considering the respects in 
which appellants say the determination is erroneous—and some of the 
points they raise are of broad and fundamental significance—it is 
important to summarize the particular physical and economic setting, 
undisputedly disclosed to the Commissioner by the proofs as a whole. 

The location of the proposed branch is near the center of a geo- 
graphical region commonly known as West Essex. This area, comprising 
the northwestern corner of the county, has and always has had con- 
siderable physical and economic separation and differing characteristics 
from the heavily urban section to the east. Topography largely accounts 
for physical separation, the barrier, so-called, being the first ridge of 
the Watchung Mountains. West Essex extends from this crest five 
miles or more west to the Morris County boundary and about the same 
distance from north to south. The densely populated urban section 
of the county may be said to end with Montclair, which occupies the 
easterly slope of the ridge. 

The area is composed of seven municipalities: Verona, North Cald- 
well, Essex Fells, Caldwell, West Caldwell, Caldwell Township and 
Cedar Grove, all of which have been in governmental existence since 
at least 1908. The first six are closely knit geographically and eco- 
nomically. Cedar Grove has fewer ties with them and consequently 
is a less important part of the picture before us. They are almost 
entirely high type residential communities and small-town rather than 
urban in character. A large part of the working population commutes 
to Newark, New York City and other parts of the metropolitan area. 
Caldwell and, to some extent, Essex Fells have been largely built up 
for many years and have had less recent population growth. The others, 
with large amounts of vacant land, have experienced a heavy increase 
in single-family dwellings and residents since the war. Taken as a whole, 
the area population has increased about 70%, from 26,985 in 1940 to 
an estimated 45,886 in 1957. Continued extensive growth is predicted 
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with an expected population levelling off 10 or 15 years hence at ap- 
proximately 60,000. Most of this future increase will undoubtedly take 
place in West Caldwell, North Caldwell, Caldwell Township and Cedar 
Grove where large amounts of vacant land still remain as contrasted 
with the present almost saturated condition in Caldwell, Verona and 
Essex Fells. 

The area also has considerable independence in the matter of retail 
trade. The centers are found in the long established business sections 
of Caldwell, serving all of the Caldwells and Essex Fells, and Verona, 
serving its residents and part of Cedar Grove, where most of the populace 
do their ordinary day-to-day shopping and procure their usual services, 
including family banking. The other municipalities presently have very 
few retail facilities. 


A most important element in this setting is the general mode and 
main route of transportation binding the whole area together. West 
Essex is to a very great extent dependent upon the automobile rather 
than public transportation for all kinds of travel, including commuting 
and shopping. And the main artery for both local and through traffic, 
in fact the spinal column of the region, is Bloomfield Avenue, running 
from Newark and Montclair through the area we are describing to join 
U. S. Route 46 just over the Morris County line, thereby serving also 
the central and northern portions of that county and providing an inter- 
state route west. It is not only the principal route east and west to 
and from West Essex (except for Cedar Grove which principally uses 
State Route 23 running northwesterly from Montclair into Passaic 
County), but also is the main business street of Verona and Caldwell 
and the site of a shopping center now in the development stage in West 
Caldwell. Roads to the various residential sections of all the com- 
munities lead north and south from the avenue. Counts near the site 
of the proposed branch established traffic of better than 10,000 vehicles 
in a ten-hour daytime period. 


This brings us more particularly to North Caldwell itself. The shape 
of the borough resembles an electric bulb with the small base repre- 
senting the southerly boundary, running along the north side of Bloom- 
field Avenue for a distance of about 1,100 feet between the westerly 
line of Verona and the easterly one of Caldwell. In the neck of the 
bulb are two large Essex County institutions, the penetentiary and the 
sanitarium, with a third one, the mental hospital, just over the line 
in Cedar Grove. The largest portion of the borough’s area where its 
residential districts are found lies in the bulbous part to the north. 
Mountain Avenue, one of the three main roads from this residential 
section to Bloomfield Avenue, enters that highway within Caldwell 
about 400 feet west of the branch site. Its 1957 population was estimated 
at 3,094, a 60% increase since 1950. A further 100% rise was predicted 
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within the next 15 years. It has practically no shopping facilities. 
Its residents are entirely dependent upon motor vehicles and shop and 
bank primarily in Caldwell. Essex Fells, a smaller municipality of 
about 2,000 people, which also has no financial institution of any kind, 
is somewhat similarly shaped but oppositely located, with the narrow 
base forming its northern boundary running along the south side of 
Bloomfield Avenue across from the North Caldwell line. Access to 
the avenue is had either in the center of Caldwell or just over the 
Verona boundary. 


The proposed location lies on the north side of the avenue about 
midway of this North Caldwell frontage. The section is not now a 
general retail area, land uses being mixed residential and commercial. 
The opposite Essex Fells frontage is occupied by railroad tracks. The 
site is about equi-distant from the business centers of Verona on the 
east and Caldwell on the west, approximately a mile from each. The 
new West Caldwell shopping center is a mile or so further west and 
the Morris County line an additional similar distance. The business 
section of Montclair is over the ridge about three miles east. A circle, 
with its center at the proposed location, a radius of two miles and 
bisected by Bloomfield Avenue, includes most of West Essex. 


Present financial institutions in the area comprise: two commercial 
banks in Caldwell, both former local institutions but now branches (by 
merger) of Newark banks and both having substantial savings depart- 
ments; one commercial bank in Verona, also formerly a local bank and 
now a branch of appellant Montclair National Bank and Trust Company 
(“Montclair National”), also with time deposits; two state savings and 
loan associations in Caldwell, who were objectors but are not appellants; 
and one state savings and loan association in Verona. A branch com- 
mercial bank and a state savings and loan association in Cedar Grove 
were not considered to have any particular bearing. In addition Mont- 
clair National has authority and is now constructing a branch at the 
West Caldwell shopping center. With this exception, all of the institu- 
tions were established long prior to the recent development period. 
All have been and are successful and have shown rapid growth in deposits 
in late years consistent with the local expansion. The total savings 
deposits of all are close to $20,000,000. There is no mutual savings 
bank in West Essex and, outside of the West Caldwell branch, there 
has been no new bank or branch office established in the trading area 
for many years. 

Appellant Montclair Savings Bank (“Montclair Savings”), the sole 
mutual savings bank in the picture, has its only office in the business 
center of Montclair, but some 12% of its $37,700,000 of deposits are 
those of West Essex residents, including school savings accounts from 
most of the area schools. Montclair National has its main office and 
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three branches in that municipality in which, apart from the Verona 
branch, savings of West Essex people aggregate over $2,000,000. A 
sizeable federal savings and loan association is also located there. 


Certain well-known modern banking fundamentals which were im- 
plicit in the presentation before the Commissioner and his findings should 
be mentioned. A mutual savings bank is a different type of financial 
institution from a commercial bank. Its purpose has frequently been 
stated as encouragement of thrift by mutuality of ownership. It has no 
stockholders. The profits from its operations not retained for surplus 
are divided among its depositors in the form of percentage dividends 
periodically declared, popularly referred to as “interest.” N.J.S.A. 
17:9A—186. Its investments are limited largely to selective bonds, first 
mortgages on dwellings under strictly defined conditions, and secured 
loans on accounts and certain types of securities. N.J.S.A. 17:9A—174 
to 183. By reason thereof it is permitted to pay, and customarily does, 
a rate of “interest” . of 1% or so higher than is allowed to commercial 
banks on time deposits. Such time deposits are important, however, 
to the scheme of operations of suburban and small town commercial 
institutions and generally constitute half or more of the total deposits 
in these banks. They compete with the savings banks by offering 
additional types of banking and services. State and federal savings 
and loan associations, which have grown tremendously in recent years 
and are today in effect savings banks, furnish the greatest competition 
for the savings dollar since they generally pay a fraction more in divi- 
dends to members even than a savings bank. The latter competes by 
attempting to offer the customer more and wider services and con- 
veniences. All compete with each other in seeking mortgage loans, the 
principal investment of savings institutions and an important asset class 
of commercial banks in smaller communities. 


It was also conceded on all sides that the principal sphere of influence 
of a financial institution from which the vast majority of its business 
must come is measured, in an area of the type here involved, by a two 
mile radius from the institution’s location, subject to some variation by 
reason of particular trading and transportation patterns. To put it 
another way, individual and family banking in residential communities 
is primarily done within the same general area in which day-to-day 
shopping is pursued and as can be conveniently reached by automobile. 


Howard, of course, had the burden to establish that the statutory 
requisites were met. Its presentation was on the theory that the re- 
quirements of section 20 should be determined from the standpoint of 
an area measured by the two mile radius from the site and not confined 
to the territory solely within the political boundaries of the Borough 
of North Caldwell. In fact, it did not seriously attempt to show that 
a branch would be feasible based on patronage of that municipality's 
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residents alone. Obviously, by reason of the central highway location, 
it expects to obtain its business from all the West Essex communities and 
perhaps even some from Morris County residents using Bloomfield 
Avenue for auto commuting to the metropolitan area. (There is no 
bank in Morris County for ten miles beyond the Essex boundary, and 
one of the Caldwell savings and loan associations has a very substantial 
number of accounts of Morris residents.) Howard showed a high per- 
centage of favorable interest among a sampled group of families living 
in four municipalities within a close radius and presented a municipal 
blessing in the form of a resolution of approval adopted by the governing 
body of North Caldwell. Non-resident employees of the nearby county 
institutions, totalling several hundred, were suggested as a further 
source of customers. 


It was particularly stressed that Howard already has 1061 depositors 
in its main office and present branches in Newark and South Orange, 
with accounts totalling $2,900,000, who live within the two mile zone, 
80% of whom experience was said to indicate would in time transfer 
their accounts to the proposed branch. The bank also presently holds 
mortgages aggregating $3,200,000 on 273 properties within the radius. 
Successful operation was predicted by estimated figures based on the 
bank’s prior experience following the establishment of its other branches. 
The computations projected deposits of $2,000,000 after the first year 
of operation with earnings thereon adequate to pay all expenses and 
current dividends to depositors and still leave a surplus. These figures 
were not substantially challenged by the objectors since, as will be 
pointed out, their approach to the matter of operational promise was 
on an entirely different theory. 


Finally, Howard emphasized the services the branch would furnish, 
the most significant of which, beyond the higher “interest” rate paid 
over that of area commercial banks, was the provision to be made for 
off-street parking and a drive-in teller window. None of the present 
institutions located in congested business sections of Caldwell, Verona 
and central Montclair have such facilities, except one Caldwell savings 
and loan and the new West Caldwell branch of Montclair National. In 
this motor age these conveniences are admittedly important factors in 
obtaining and retaining customers. Other services to be rendered by 
the branch are of less significance, being also generally furnished by 
the commercial banks and to some extent by the savings and loan insti- 
tutions: personal checking accounts, vacation and Christmas clubs, 
school savings accounts, conventional and insured mortgage loans, per- 
sonal loans secured by pass-books, life insurance policies and securities, 
safe deposit boxes, sale of savings bonds and travelers’ checks and trust 
services. 

The objectors took the position that at least the spirit of the require- 
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ment of N.J.S.A. 17:9A—20(3) that conditions in the locality of the 
branch afford reasonable promise of successful operation should be 
interpreted here to mean conditions only in and confined to the munici- 
pality, i. e. North Caldwell, in which the branch is to be located. Their 
proofs were geared to this interpretation and so there was little or no 
direct clash with those offered by Howard. They sought to show that on 
such a basis the branch would have deposits from North Caldwell 
amounting only to $300,000 at the end of one year and to approximately 
one and one-half million at the end of five, so that there was not 
reasonable promise of successful operation. 

There evidence also was directed to the propcsition that present 
banking facilities in West Essex and Montclair are adequate to serve 
all the needs of the population and therefore it is not in the interests 
of the public, within the intent of N.J.S.A. 17:9A—20(2), to permit an 
additional competing facility which would siphon off some present 
savings deposits. On this aspect they in effect conceded the success of 
a Howard branch at the requested site drawing customers from all of 
West Essex. Their evidence did not purport to show, however, that the 
solvency or present healthy condition of any financial institution in the 
area would be at all endangered. The most their proofs might be said 
to demonstrate was that some savings depositors in existing institutions 
would probably transfer their business to the new branch and that the 
recent rapid rate of savings growth by such institutions might be con- 
siderably slowed in the future because of the additional competition. 
Their witnesses admitted the convenience of the proposed office would 
be an advantage to many people in the area. 


Montclair Savings also based its opposition on a claim that the 
territory was reserved to it for future growth and so it should be protected 
against the intrusion of any other savings bank. An expert for the 
objectors testified that the Montclair institutions could not expect to 
attract much business to their offices in that town from people livng 
farther than two miles away. 

These contentions, inferentially rejected by the Commissioner, form 
the basis of the broad legal questions raised by appellants. Their general 
importance and fundamental impact here dictate that we consider them 
at this point. 

Dealing first with the “locality in which the proposed branch office 
is to be established”, prescribed by N.J.S.A. 17:9A—20(3) as the geo- 
graphical area within which reasonable promise of successful operation 
of the branch must be found, we have no doubt the Legislature did 
not intend that it be territorially coterminous with the “municipality” 
referred to in N.J.S.A. 17:9A—19, subd. B(3) where non-existence of any 
banking institution must occur as the primary requisite for a branch. 
The statute does not attempt to define “locality” at all; as we have said, 
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“municipality” is explicitly specified to mean a political subdivision. 
It seems obvious, if it was intended the words should be interpreted 
synonymously, that the Legislature, in such a comprehensive and care- 
fully drawn enactment as is the Banking Act of 1948, would either have 
used “municipality” in section 20 or defined “locality” in the definition 
section to have an identical meaning. “Locality” has no precise conno- 
tation as does “municipality”. It is susceptible of broader or narrower 
limits, depending on the context. Its frame of reference in common 
usage is nebulous rather than exact and is akin to “vicinity,” “neighbor- 
hood” and “community”. Cf. Lukens Steel Co. v. Perkins, 70 App.D.C. 
354, 107 F.2d 627 (D.C. Cir., 1939), reversed on other grounds 310 U.S. 
113, 60 S.Ct. 869, 84 L.Ed. 1108 (1940). 


Analysis of the entire act demonstrates a common language pattern 
convincingly indicating the legislative will that determination of prob- 
able success, or for that matter of advantage to or interest of the public, 
in the establishment of any new financial institution or branch or a 
change of location shall not be confined to the effect within the arti- 
ficial and unrealistic limits of political boundaries, but rather on the 
effect in the general area, vicinity or community to be served and from 
which business would normally and naturally derive. It might be paren- 
thetically noted that the Supreme Court of Pennsylvania has reached 
the same conclusion in construing the synonymous key word “com- 
munity” found in the banking law of that state. Upper Darby National 
Bank v. Myers, 386 Pa. 12, 124 A.2d 116 (Sup.Ct.1956). Cf. Wyandotte 
Savings Bank v. Eveland, 347 Mich. 33, 78 N.W.2d 612 (Sup.Ct.1956); 
see also Stokes, “Public Convenience and Advantage in Applications for 
New Banks and Branches,” 74 Banking Law Journal 921, 932 (1957). 

While this concept is differently expressed in the various statutory 
sections, this fundamental meaning shines through clearly in all. In 
N.J.S.A. 17:9A—11, dealing with the requirements to charter a new com- 
mercial or savings bank, conditions “in the locality in which the pro- 
posed bank or savings bank will transact business” must afford reason- 
able promise of successful operation. Subsection D(2). (Italics through- 
out are ours.) If the bank is to exercise trust powers, the same section 
(subsection C(1) ) enjoins the Commissioner to consider “the needs 
of the community for trust services.” At this point it may be observed 
that if “locality” or similar broad terms are to be limited to “municipality,” 
a new bank could never be chartered to serve a cluster of adjoining small 
political subdivisions having no banking facilities, no one of which being 
alone able to generate sufficient business to afford successful operation, 
but all together very amply doing so and thereby enabling the creation 
of needed financial services for the benefit of the whole. 

The same thought runs through the provisions dealing with change 
of location of principal office or branch. If a change is sought before 
the entire capital of a new institution has been paid, the Commissioner, 
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before permitting it, must be satisfied that “the area which would be 
served by such office if such change were made would be substantially 
different from the area which would be served by such office if no change 
were made.” N.J.S.A. 17:9A—12, subd. B(1). The legislative distinction 
is made especially plain by the provisions relating to change of location 
of main office or branch of a bank already in operation to another site 
“within the same municipality.” In such case permission shall be granted 
if “the area which would be served by such office after its change in lo- 
cation would not be substantially different from the area theretofore 
served.” If the proposed location is so far removed from the place then 
occupied that “the area which would be served” would be substantially 
different, approval shall not be granted unless “the interests of the public 
will be served to advantage by such change in location and . . . con- 
ditions in the locality to which removal is proposed afford reasonable 
promise of successful operation.” N.J.S.A. 17:9A—22. 


Further support for our conclusion is furnished by analogous pro- 
visions in the act concerning savings and building and loan associations. 
With respect to the establishment of new associations, “benefit to the 
area proposed to be served” is one of the criteria specified. N.J.S.A. 
17:12A—16.1. As in the Banking Act, branch offices are basically permit- 
ted in the “municipality” where the principal office is maintained and in 
any other “municipality” in the same county in which no principal or 
branch office of any other state or federal association is in operation. 
N.J.S.A. 17:12A—21, subd. A(3). While “municipality” is not specifically 
defined in this act, it seems clear a political subdivision is likewise meant. 
Again comparably to the provisions of the banking law, the Commis- 
sioner must determine, before granting branch approval, that maintenance 
of the proposed office “is in the public interest and will be of benefit to 
the area served by such branch office . . . and that conditions in the 
area to be served afford reasonable promise of successful operation.” 
Subsection A(4). Almost identical language is used in setting forth the 
tests to be applied on applications for change of principal office lo- 
cation. N.J.S.A. 17:12A—24. 


So it is apparent to us by statutory analysis alone that “locality,” 
“area to be served,” “community” and like expressions are intended to 
express synonymous meanings akin to “trading area” and distinct from 
that assigned to “municipality.” While this question has heretofore not 
been expressly passed upon by this court, the result we reach here tacitly 
underlay our decisions in Elizabeth Federal Savings & Loan Association 
v. Howell, 24 N.J. 488, 182 A.2d 779 (1957) and 30 N.J. 190, 152 A.2d 
359 (1959), and is in accord with Household Finance Corporation v. 
Gaffney, 20 N.J.Super. 394, 90 A.2d 85 (App.Div.1952), affirmed 11 N.J. 
576, 95 A.2d 412 (1953). There, the Appellate Division, in construing 
the requirement of promotion of “the convenience and advantage of the 
community” for a license to operate a small loan business under the 
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statute regulating that kind of enterprise (N.J.S.A. 17:10—5(b) ), held 
that “community” could not be confined to municipal boundaries but 
connoted “area to be served” or “trading area” as determined by the facts 
in the particular case. 

It is, of course, the function of the legislative branch of government and 
not that of the Judiciary to prescribe the conditions and methods upon 
and by which new financial institutions may be chartered or branches of 
existing ones established. When the Legislature has spoken plainly, as 
here, it is not our province to question the wisdom of the prescribed re- 
quirements but only to apply them to the facts of a particular situation 
brought before us. 

Evident from the statutes is a fundamental distinction between the 
basic physical requisites for a new bank or savings and loan associa- 
tion and for a branch office. The former can be established in a political 
subdivision where another similar institution already exists; a branch 
cannot be, although it may be permitted in the next municipality and 
thereby compete. We see no reason why the Legislature cannot so 
differentiate if it chooses to do so or why it may not use the economically 
artificial municipal boundary as the preliminary measuring rod. There 
is the advantage of initial certainty. Moreover, a new bank is an ex- 
pensive undertaking and is generally proposed or organized by local 
people in response to some local need for additional banking facilities, 
fairly broadly felt and with sufficient depth to warrant the capital risk. 
The statutory scheme quite properly gives preference here to local in- 
terests organizing the new facility as against an out-of-town institution 
seeking to seize the opportunity to establish a branch and thereby com- 
pete in close quarters with a bank already in existence. By the same token, 
where there is legitimate room in an area for further banking facilities, it 
is entirely reasonable to say that establishment of a competing outside 
branch should not be permitted right next door, so to speak, to the 
established institution, but that competition may be allowed, if in the 
public interest, from a location across the municipal boundary. Also, 
some municipalities in need of banking facilities may not have sufficient 
local capital or potential to justify creation of a new institution but their 
need and convenience may be adequately met by the maintenance of a 
less expensive branch. Stokes, supra, 74 Banking Law Journal at p. 927. 
It is well known that branch banking is a controversial subject, sub- 
stantially not permitted in New Jersey outside the municipality of the 
principal office until 1948, and it seems apparent that the Legislature, in 
prescribing the physical scheme it has, adopted a compromise between 
competing interests in the banking field, which was entirely within its 
power to do. 

It is indeed most appropriate that the vital questions of public interest 
and probable success be viewed without regard to mere artificial lines. 
Banking, like any business and most human activity these days, is not and 
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should not be confined by political boundaries. Cf. Duffcon Concrete 
Products v. Borough of Cresskill, 1 N.J. 509, 518, 64 A.2d 347, 9 A.L.R.2d 
678 (1949). Realism is the sounder basis of any substantive test. In 
banking that is best indicated by conditions in and of the whole area 
which the proposed institution-or branch would normally expect to draw 
upon and serve. Again we cannot quarrel with the basis prescribed by 
the Legislature, either alone or in conjunction with the initial municipal 
requisite. 

Appellants suggest in effect that, granting all we have said, the 
peculiar geographical situation of North Caldwell, with its southern 
boundary constituting the side line of Bloomfield Avenue and its main 
population some distance away, a perversion of the purpose of the 
statutory requirements would result if this branch is allowed. The 
point is that its probable success will actually be occasioned by its loca- 
tion on a through highway and close proximity to the business centers 
of Caldwell and Verona where the law forbids it to be situate. 

The answer to us is plain. The Legislature has expressed its intent 
most clearly, and to accede to appellants’ urging would be to flout the 
legislative will. For the Judiciary to say that in one case in which these 
specific statutory requirements are met a branch will be allowed, but 
not in another, would be entirely unjustifiable. Where the particular re- 
quirement is precise and of all-inclusive application, there is no leeway 
for statutory interpretation and discretionary treatment. Moreover, 
meritoriously speaking, it is the benefit to the public in the whole trading 
area which is the paramount consideration, and location at any statutorily 
permitted site therein is entirely consonant with and in aid of this 
overall legislative purpose. 

The requirement of N.J.S.A. 17:9A—20(2) that the “interests of the 
public” be “served to advantage” by the establishment of the proposed 
branch is obviously a broad standard. Incidentally it may be noted that 
appellants do not contend that compliance with this criterion is to be 
judged only by reference to the municipality of location. Unquestion- 
ably it is an area concept. Almost identical language is found through- 
out our banking laws to specify a principal test to be applied by the 
Commissioner in passing on applications for new banks and savings 
and loan associations as well as for branches and changes of location. 

The obvious emphasis is pointed at benefit to the public and not at 
advantage to any banking institution, be it applicant or established ob- 
jector. Cf. Family Finance Corp. v. Gaffney, 11 N.J. 565, 95 A.2d 
407 (1953); Matter of Application of Millburn-Short Hills Bank, 59 
N.J.Super 470, 158 A.2d 66 (App.Div.1959). It will be noted there is 
no express mention of so-called adequacy of present banking facilities, 
which is the criterion in some states, e. g., Pennsylvania. See Philadelphia 
Saving Fund Society v. Meyers, 383 Pa. 253, 118 A.2d 561 (Sup.Ct.1955). 
The breadth of the test negatives monopolistic right in existing institu- 
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tions. Stokes, supra, 74 Banking Law Journal, at p. 929. As Chief Jus- 
tice Vanderbilt said in the first Elizabeth Savings case, supra: “The 
banking laws are regulatory in nature, enacted for the protection of the 
public, and are in no way designed to give exclusive benefits to insti- 
tutions who have been granted license to conduct the business of bank- 
ing.” 24 N.J. at page 503, 132 A.2d at page 788. Even under the more 
narrowly expressed Pennsylvania standard, the same result obtains, as was 
held in Myers. 

We have recently had occasion to comment on the meaning of 
“public interest” in parallel sections of the savings and loan law and it 
is equally applicable here. The decision was the second Elizabeth Sav- 
ings case, supra, where it was expressed this way: “It acquires content 
from the overall objective of the statute to achieve a sound banking 
structure, healthily competitive, and fully adequate for the needs of the 
community.” 30 N.J. at page 194, 152 A.2d at page 361. 


The three elements there specified must be the vital factors in the 
Commissioner’s determination of whether “the interests of the public will 
be served to advantage.” They necessarily require consideration of 
existing institutions and their adequacy as well as the effect of an addi- 
tional facility on them, but absolute public necessity for further facilities 
is not essential. The public should always be entitled to increased in- 
terest rates and greater services and convenience which proper competi- 
tion may well bring. Mere sufficiency of existing facilities in the sense 
of some existing banking facilities, more or less appropriately located in 
an area and furnishing the usual gamut of services, is not in and of itself 
sufficient basis to deny establishment of a new institution or branch if 
the general economy of the area and its reasonable potential are such 
that there is room for a further installation without causing excessive 
competition with real harm to any institution or unduly affecting the 
banking structure at large. We, therefore, cannot agree with appel- 
lants’ contention that such mere adequacy absolutely precludes any re- 
quested new facility meeting the test of service of the interests of the 
public to advantage. Nor can we see any justification whatever for the 
suggestion of Montclair Savings that it is entitled to be protected from 
competition in an area which it conceives to belong solely to it for future 
growth. 

All this does not mean, however, that the Commissioner will comply 
with the statute and fulfill his duty by willy-nilly granting applications 
for new institutions or branches merely for the sake of providing com- 
petition. His responsibility is a heavy one and calls for the vigilant and 
conscientious exercise of his presumed expert knowledge and judgment 
in every case to avoid the evils of the past and maintain at all costs a 
sound banking structure in which the public has complete confidence. 
To quote again from the first Elizabeth Savings case, “. . . if one bank- 
ing institution should fail in the community as the result of an ill-advised 
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burdening of the existing competitive environment, other financial insti- 
tutions do not continue unaffected.” 24 N.J. at page 501, 182 A.2d at 
page 787. 


This leads us to discuss another broad objection made by appellants. 
They say the Commissioner cannot legally ignore, in determining advan- 
tage to the public interest, the effect of the proposed branch on estab- 
lished savings and loan associations in the area and that he did not 
here in fact consider such effect. While the Commissioner suggests we 
should not consider the point because the objecting associations have 
not appealed and errors affecting non-appellants may not be urged by 
others (cf. State v. Otis Elevator Co., 10 N.J. 504, 511, 92 A.2d 385 
(1952) ), we conceive the claim of error to rest on a wider base properly 
open to appellants to present. 

State and federal savings and loan associations have assumed in this 
country in recent years a major position in the financial world as de- 
positaries for people’s savings and otherwise, and have enjoyed a phe- 
nomenal growth. According to figures of the Federal Home Loan Bank 
Board, their deposits increased almost eight fold in the 15-year period 
from 1940 through 1955 as contrasted with less than a tripling of mutual 
savings bank deposits over the same length of time. As long ago as De- 
cember 31, 1955, savings and loans deposits aggregated $32,300,000,000, 
whereas those of the mutual savings banks totalled only $28,200,000,000. 
20 Encyclopedia Britanica, Savings Banks 19 (1959 ed.). While in New 
Jersey these associations have not generally attained the size of banks 
except in our larger cities, they exist in almost every community and are 
not an insubstantial factor in practically every local banking picture. 
Despite the fact the Banking Act does not classify them as a “banking 
institution” (N.J.S.A. 17:9A—1(2) ), the existence of which would pre- 
clude the establishment of a branch bank in a municipality (N.J.S.A. 
17:9A—19) or give them the right to notice of an application for a new 
bank (N.J.S.A. 17:9A—10), we think their existence and effect must be 
duly considered in connection with any determination of advantage to the 
public interest and reasonable promise of successful operation of a pro- 
posed new facility. See Stokes, supra, 74 Banking Law Journal at p. 938. 
Such is implicit in the holdings of the two Elizabeth Savings cases, supra 
(24 N.J. 488, 182 A.2d 779 and 30 N.J. 190, 152 A.2d 359). 


But we are of the opinion that the Commissioner in the instant case 
did in fact give sufficient recognition to the interests and place of the 
area associations in the whole picture. Two participated actively in the 
hearing and another objected by letter. The Commissioner was fully 
advised of the facilities, services, assets and growth of the participants 
and expressly stated in his findings that he had “carefully considered the 
merits of their objections.” The evidence on their behalf did not dis- 
close any specific objection or claimed adverse effect except to indicate 
in the case of one the possibility of curtailment of a proposed addition to 
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its physical plant because of expected increased competition if the re- 
quested branch be approved. 

Finally we come to the attack by Montclair Savings on the findings 
underlying the determination appealed from. It is first claimed the 
Commissioner failed to make basic findings of fact to support his ultimate 
statutory conclusions in favor of Howard’s application. 

It is axiomatic in this State by this time that an administrative agency 
acting quasi-judicially must set forth basic findings of fact, supported by 
the evidence and supporting the ultimate conclusions and final determina- 
tion, for the salutary purpose of informing the interested parties and any 
reviewing tribunal of the basis on which the final decision was reached 
so that it may be readily determined whether the result is sufficiently and 
soundly grounded or derives from arbitrary, capricious or extra legal con- 
siderations. New Jersey Bell Telephone Co. v. Communication Workers 
of America, 5 N.J. 354, 75 A.2d 721 (1950); cf. Grundlehner v. Dangler, 
29 N.J. 256, 271-272, 148 A.2d 806 (1959). 

The nature and technical as well as substantive sufficiency of such 
findings will necessarily depend on the nature of the matter and 
the proofs. Here legal questions previously considered, were 
actually the main bones of contention. There was really no basic fact 
in issue. It is not a case where the evidence was in sharp conflict so the 
Commissioner did not have to choose between opposite testimonial ver- 
sions. Only on the question of probable success was there factual dis- 
pute and there, as we have pointed out, variation resulted from the 
differing legal theories relied upon by the parties. The basic facts con- 
sisted, in the main, of factual data, about which there was little or no 
controversy, covering a wide range of geographic and economic factors. 
The real matters in issue, once a point of view had been mentally reach- 
ed on the underlying legal questions, were the so-called ultimate facts 
or statutory conclusions, essentially matters of opinion and judgment to 
be arrived at by the Commissioner from the factual materials. In such 
a situation, the function of basic findings is, broadly speaking, to show 
how and why the Commissioner made up his mind the way he did. All 
of the evidential data need not be repeated or even summarized, nor need 
every contention be exhaustively treated. It is sufficient if it can be 
determined from the document without question or doubt what facts and 
factors led to the ultimate conclusions reached. 

While the findings here, considered in the light of the principles 
just mentioned, are not nearly so clear, full and well organized as one 
reasonably has the right to expect from a state agency as experienced and 
important as this one, we should not impede the administrative process 
and delay final disposition unless such is absolutely necessary to insure 
a just and proper review. If it is apparent that we and the interested 
parties can and do understand fully the meaning of the decision and 
the reasons for it, no sufficient reason exists to remand for fuller and 
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clearer findings and later reconsideration. In re Greenville Bus Co., 17 
N.J. 131, 147-148, 110 A.2d 122 (1954). That would ultimately amount 
to no more than what Mr. Justice Frankfurter has called “marching 
the king’s men up the hill and then marching them down again . . .” City 
of Yonkers v. United States, 320 U.S. 685, 694, 64 S.Ct. 327, 332, 88 
L.Ed. 400, 405 (1944) (dissenting opinion). 


And we are of the opinion that the Commissioner’s narrative findings, 
in spite of their deficiencies, are minimally adequate to comply with the 
technical requisites in the circumstances of this case. The controlling 
considerations, the parties’ positions thereon and the Commissioner’s 
views are not left in any doubt, although somewhat vaguely and negative- 
ly expressed. As we have said, implicit throughout is his concurrence 
in Howard's view (which we have approved) on the fundamental legal 
questions. Compliance with the basic physical requisites is shown. He 
points out the geographic and economic situation in general, which we 
have earlier detailed from the evidence, and indicates the probable suc- 
cess of the branch in serving not only North Caldwell and Essex Fells 
but also all of West Essex by reason of the favorable location, area 
population and growth prospects, and the number of present Howard 
depositors living in the area to be served. He notes advantage to the 
public interest not only from the same factors but also because of the 
convenient services Howard proposed to offer and because of absence 
of a savings bank in the area, which is pointed out as a type of institution 
distinct from a commercial bank. He finds no “unfair” (in the sense of 
harmful) competition with the existing commercial banking facilities, 
described as excellent, and, as earlier pointed out, consideration of the 
objections of the savings and loan associations did not indicate any 
different result in this respect. He comments on the desirability of 
reasonable competition for the savings dollar, which he says does not 
necessarily adversely affect existing banks but frequently leads to an 
increase in the deposit potential of all banks in an area. The inference 
of safe room for a competing savings facility is irresistible. Therefore, 
he concludes, the ultimate statutory requisites have been met. 


Montclair Savings also urges the ultimate findings were not sup- 
ported by the evidence. Much of the argument really relates to ap- 
pellants’ views on the underlying legal issues which we have earlier held 
to be without merit. In any event, we are entirely satisfied that the 
Commissioner’s conclusions are eminently supported by the evidence 
under the well established principles governing judicial review of the 
acts of administrative tribunals. In re Greenville Bus Co., supra; In the 
Matter of the Application of Millburn-Short Hills Bank supra; In re 
Application of Hackensack Water Co., 41 N.J.Super. 408, 125 A.2d 281 
(App.Div.1956). In this connection it may well be mentioned that evi- 
dence to sustain an applicant’s burden that there is safe room for a 
competing facility and that harmful effects will not result and, con- 
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versely, proofs by objectors suggesting an opposite conclusion concerning 
this most important element must generally be indirect and circum- 
stantial. On most occasions they will necessarily take the form of 
full presentation of data bearing on the present and probable future 
economics of the area in all aspects, on the basis of which the Commis- 
sioner must form an expert opinion on this very sensitive factor. We 
think Howard’s presentation here was adequate to meet its burden and 
so the Commissioner’s conclusion was sufficiently grounded in this respect. 

The determination of the Commissioner is affirmed. 

For affirmance: Chief Justice WEINTRAUB and Justices BURLING, 
JACOBS, FRANCIS, PROCTOR, HALL and SCHETTINO-7. 


For reversal: None. 





a 


Idaho Statute Requiring Savings and Loan 
Associations To Insure Accounts 
Held Unconstitutional 


Title 30, Chapter 13, of the Idaho Code contained a provi- 
sion requiring all Idaho savings and loan associations (except 
those which had been in continuous operation for 15 years or 
more) to insure their accounts with the Federal Savings and 
Loan Insurance Corporation as a condition to doing business 
in the state. Other provisions of Title 30 required such associa- 
tions to abide by the rules and regulations of the Federal Home 
Loan Bank Board and with any amendments to Title 4 of the 
National Housing Act. 


The court stated that there was no reasonable basis for dis- 
tinguishing between associations in business for 15 years and 
other associations and held the subsection making such distinc- 
tion unconstitutional under the Idaho and federal constitutions. 

The court also held those subsections requiring conformity 
to rules of the Home Loan Bank Board and amendments to 
Title 4 of the National Housing Act to be unconstitutional dele- 


NOTE-—For similar decisions see B. L. J. Digest (Fifth Edition) § 355. 
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gations of legislative power to the Federal Government and one 
of its agencies. 

The court concluded that the unconstitutional sections of 
the legislation were not severable from the section requiring 
savings and loan associations to insure their accounts with the 
Federal Savings and Loan Insurance Corporation and, therefore, 
also held the latter section unconstitutional. Idaho Savings & 
Loan Association v. Roden, Supreme Court of Idaho, 350 P.2d 
225. The opinion of the court follows: 


McQUADE, J.—Plaintiff appeals from a judgment in its favor wherein 
the trial court held a portion of Idaho Code, Title 30, chapter 18, uncon- 
stitutional. Plaintiff takes the position the trial court should have de- 
clared unconstitutional those provisions requiring the plaintiff to se- 
cure insurance of its accounts through the Federal Savings and Loan 
Insurance Corporation. 

The trial court made detailed findings of fact which coincide with 
the complaint, which are as follows: 

The plaintiff is a savings and loan association, an Idaho corpora- 
tion, incorporated July 31, 1956, confining its business activities to this 
State, having its home office in Twin Falls, Idaho, and branch offices in 
Boise, Idaho Falls, and Pocatello, Idaho. As of January $1, 1957, the 
plaintiff had received the following share investment accounts: 


Boise, Idaho $673,181.53 
Idaho Falls, Idaho 853,902.59 
Pocatello, Idaho 23,784.60 
Twin Falls, Idaho (Part of the savings share accounts listed for the 


Boise office were obtained through the Twin 
Falls office by an employee of plaintiff in Twin 
Falls. ) 

Plaintiff has continued to operate a saving and loan business at each 
of these locations since January $l, 1957, and has substantially in- 
creased its savings share accounts, investments in first mortgages, and 
government securities. On March 4, 1958, the savings share accounts 
totaled $3,463,892.44. 

On March 22, 1957, plaintiffs stockholders had an investment in 
paid-in capital stock, leases, office furniture, equipment, U. S. govern- 
ment securities, notes secured by first liens on real estate, Federal Home 
Loan Bank notes, and Federal National Mortgage Association stock. 

The amount of permanent, paid-in, guaranteed capital stock issued 
for benefit of shareholders increased from $25,000 on January 31, 1957, 
to $100,000 on October 1, 1958. As a further protection, all employees 
are covered by a fidelity bond against fraud and embezzlement in the 
amount of $200,000 for each occurrence. 
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Plaintiff cannot remain in business if it is not permitted to make loans 
on real estate more than 50 miles from its home office in Twin Falls, the 
mortgage loan market within this radius not being large enough to 
absorb the proceeds from sale of savings shares received by all four 
offices. 

Plaintiff first applied for insurance of accounts in the Federal Sav- 
ings and Loan Insurance Corporation March 15, 1958. In its application, 
plaintiff submitted an economic need survey for each of its four offices, 
a reserve agreement, a dividend agreement, and an advance deposit for 
membership in the Federal Home Loan Bank. 

In this application, plaintiff protested a restriction in the agreement 
required by the Federal Home Loan Bank, to the effect the applicant 
would not make any loans beyond 50 miles from its principal office. 
The application was returned by the Federal Home Loan Bank Board 
on the ground the instrument had been altered. 

In a second application, the plaintiff attached a note stating it was 
making loans more than 50 miles from its home office; this application 
also was returned on the ground it had been altered. 


The only State-chartered savings and loan association insured with 
the Federal agency on March 22, 1958, was First Security Savings and 
Loan Association, Inc., doing business in Pocatello. In November, 1957, 
there also existed in Idaho an uninsured savings and loan association, the 
First Security Savings and Loan Association, Incorporated, a Utah cor- 
poration, which conducted business in Moscow, Lewiston, Boise, Idaho 
Falls, and Nampa, Idaho. First Security Savings and Loan Association, 
Inc., and First Security Savings and Loan Association, Incorporated, pro- 
posed to the Federal Home Loan Bank that the two corporations be 
merged and through this merger obtain insurance of accounts for new 
branch offices in Boise and Lewiston, the other offices then being closed. 
These applications were denied on the ground the Boise and Lewiston 
offices were too far removed from the proposed home office in Pocatello. 


The 50-mile loan radius restriction in the National Housing Act, 12 
U.S.C.A. § 1701 et seq., was in effect at the time I.C. Title 30, chapter 13, 
was amended. This restriction is not an ironclad limitation. 

On March 22, 1958, in addition to the Idaho Savings and Loan As- 
sociation and the First Security Savings and Loan Association, a Utah 
corporation, there existed the Meridian Building and Loan Association, 
which did not have insurance of accounts with the Federal agency. The 
Meridian Building and Loan Association was incorporated March 18, 
1911; it has sold paid-up savings shares and has made loans secured by 
real estate since that time; for the last 15 years the Association has main- 
tained an office in Meridian, Idaho, and has been continuously engaged 
in the business of operating a savings and loan association since the date 
of its incorporation. 
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According to the 1958 Fourth Annual Edition, Directory of American 
Savings and Loan Associations, the Meridian Savings and Loan Cor- 
poration had assets of more than $100,000. As of 1957, the Meridian 
Savings and Loan Association had no more that 18 fully-paid share- 
holders, and, of these, seven- members held 85 to 90 per cent of the 
outstanding shares. 

The trial court made this following finding of fact: 


“That there is no reasonable basis for making a distinction be- 
tween savings and loan associations that have been in continuous 
business for less than a 15 year period prior to March 22, 1957, 
and those savings and loan associations that have been in con- 
tinuous business for more than 15 years prior to March 22, 1957.” 


Upon such finding, a portion of the judgment declared the law in that 
respect void and ineffective. 

Idaho Code, Title 30, chapter 13, among its several provisions, re- 
quired that Idaho savings and loan associations insure their accounts 
with the Federal Savings and Loan Insurance Corporation as a con- 
dition precedent to doing business in the State of Idaho, or to the con- 
tinuation of doing business in the State of Idaho. 

Idaho Code, § 30-1301Q, subsection 2, exempted corporations which 
had been in continuous operation for a period of more than 15 years from 
the requirement that they procure insurance of accounts with the Federal 
Savings and Loan Insurance Corporation. 

The trial court entered a judgment holding I.C., § 30-1801Q, sub- 
section 2, void and ineffective, quoting the void and ineffective portion, 
to wit: 


“.. except such as shall have been in continuous operation for 
a period of more than fifteen years prior to the effective date 
hereof .. .” 


in that it violated the Idaho Constitution, Article 1, secs. 1 and 2, and 
the Fourteenth Amendment to the Constitution of the United States. 

After holding there was no reasonable basis for making a distinction 
between corporations having been in continuous business 15 years or 
longer and other corporations, the trial court then held all savings and 
loan associations of the State of Idaho were required to insure their 
accounts with the Federal Savings and Loan Insurance Corporation. 

In accordance with Morey v. Doud, 354 U.S. 457, 77 S.Ct. 1344, 1 
L.Ed.2d 1485; Fidelity & Deposit Company of Maryland v. Logan, 230 
Ky. 776, 20 S.W.2d 758; State v. Glidden, 228 N.C. 664, 46 S.E.2d 860; 
Eslin v. Collins, Fla. 108 So.2d 889; Northwestern National Ins. Co. v. 
Fishback, 130 Wash. 490, 228 P. 516, 36 A.L.R. 1507; Crom v. Frahm, 33 
Idaho 314, 198 P. 1018; Newland v. Child, 73 Idaho 530, 254 P.2d 1066, 
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the trial court was correct in holding the distinction arbitrary, un- 
reasonable, and discriminatory as to corporations of the same classifi- 
cation, such as we have in savings and loan associations in the State of 
Idaho. However, the trial court erred in striking that provision from the 
Act and in effect bringing the exempted savings and loan associations 
within the purview of the Act. 

The trial court also held the Idaho Legislature unlawfully delegated 
its authority to an agency of the United States government in enacting 
the following sections: I.C. §§ 30-1801A, 30-1801H, subd. 3, 30-1801M, 
30-1301Q, subds. 1 and 2, in that a savings and loan association, as a con- 
dition precedent to obtaining insurance of accounts with the Federal 
Savings and Loan corporation, is required to abide by and conform with 
rules and regulations of the Federal Home Loan Bank Board adopted 
after enactment of the Idaho legislation, and to abide by and conform 
with any amendment to Title 4 of the Housing Act relating to insurance 
of accounts which may become effective after the date of the Idaho act. 
After holding these provisions to be an unlawful delegation of legislative 
power to the Federal government and its agency, the trial court struck 
those provisions from the Act on the ground they were severable. Plaintiff 
agrees to the unconstitutionality of delegation of authority, but argues 
the delegation of power is not severable. 

Subsequent to the enactment of the provisions of this Act which the 
plaintiff is contesting, the Federal Home Loan Bank Board and the 
Federal Savings and Loan Insurance Corporation have enacted several 
modifications of the rules and regulations governing applicants and 
members. Defendants argue that future rules and regulations should 
not be considered herein as they do not affect the plaintiff. This argu- 
ment is not persuasive, inasmuch as the question to be resolved is whether 
or not the Legislature of the State of Idaho, contrary to the Idaho Con- 
stitution, Article 8, section 1, unlawfully delegated its authority to the 
federal government and an agency thereof. 

The legal axiom that all legislative power is vested in the Legisla- 
ture of the State of Idaho has been set forth in State v. Nelson, 36 
Idaho 713, 218 P. 358. The legislature cannot delegate its authority to 
another government or agency in violation of our Constitution. State 
v. Nelson, supra; State v. Heitz, 72 Idaho 107, 238 P.2d 489. 


In dealing with the problem as to whether the unconstitutional pro- 
visions are severable, we must look to the effect upon the legislation of 
the deletion of these provisions. Under the decision of the trial court, 
the plaintiff is not required to observe future rules and regulations of the 
Board nor future amendments of the National Housing Act. But an 
agreement to observe and be bound by future amendments to the Nation- 
al Housing Act and future rules and regulations of the Board is exacted 
as a condition to granting the insurance, and also to continuing it in 
force. Hence, appellant can neither obtain the insurance nor continue 
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it in force without being compelled to abide by the unconstitutional pro- 
visions of the Idaho act. Thus, it is demonstrated that the unconstitu- 
tiona] provisions delegating to the Congress and the Home Loan Bank 
Board the legislative power and function to make future laws and regu- 
lations governing appellant’s business and its right to remain in business, 
are not severable from the provisions requiring appellant to obtain in- 
surance of accounts by the Federal Savings and Loan Insurance Cor- 
poration. The provisions requiring such insurance are therefore un- 
constitutional and void. 

The judgment to the extent that it holds the unconstitutional provi- 
sions of the Act severable from those requiring insurance of accounts and 
holding the insurance of accounts requirement valid is reversed, and 
the cause is remanded with directions to enter judgment in conformity 
herewith. 

No costs allowed. 

TAYLOR, C. J., KNUDSON, J., and BROWN, D. J., concur. 


PORTER, C.J., sat at the hearing but did not participate in the 
decision. 


SMITH, J., not participating. 


BANKING OFFICIAL REQUESTS RULING ON REVOLVING 
CHECK CREDIT PLANS 


The Secretary of Banking in Pennsylvania has asked the 
Justice Department of the State for a ruling on the legality 
of revolving check credit plans. Early in 1959 many banks set 
up such plans with the Secretary’s approval with the under- 
standing that they would be subject to legislation which might 
subsequently be passed affecting this type of operation. The 
Legislature has not passed any legislation specifically bearing 
on this subject and as a result the Banking Department con- 
ducted a bank-by-bank survey of the plans to see if they ap- 
peared to be in accordance with the general provisions of the 
Banking Code which does not specifically deal with check 
credit plans. 
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Michigan Tax on Bank Shares at Higher Rates 
Than on Savings and Loan Associations Does 
Not Violate Section 5219 of Revised Statutes 


In 1953 the legislature of Michigan amended the intangibles 
tax law so as to place a heavier tax on state and national bank 
shares. A national bank brought suit to recover a deficiency 
assessment and thereby posed the question whether the 1953 
amendment was prohibited by Section 5219 of the Revised 
Statutes of the United States. 

Section 5219 of the Revised Statutes conferred upon the 
states the power to tax national bank shares provided that the 
tax imposed is not at a greater rate “than is assessed upon other 
moneyed capital in the hands of individual citizens of such 
State coming into competition with the business of national 
banks.” 

The Bank, whose complaint was dismissed below, argued 
that Section 5219 required that savings and loan associations 
(or their shareholders) be taxed at the same rate as shares in 
national banks in Michigan. The court, after an exhaustive 
review of the relevant case law, concluded that the record 
on appeal disclosed that Michigan savings and loan associations 
operated in a narrow, restricted field, are markedly different in 
character, purpose and organization from national banks and are 
not in substantial competition with national banks. The court 
also held that there was practical equality of total tax imposed 
upon savings and loan associations and national banks. Michi- 
gan National Bank v. State of Michigan, Supreme Court of 
Michigan, 101 N.W.2d 245. The opinion of the court follows: 


KELLY, J.—Plaintiff's action to recover a 1952 deficiency intangibles 
tax assessment in the amount of $49,929.27 resulted in judgment of no 
cause of action. 

This appeal presents the question of whether C.L.S.1956 § 205.132a 
(Stat.Ann.1957 Cum.Supp. § 7.556 (2a), imposing a tax on bank shares, 
is invalid because it violates section 5219 of the Revised Statutes of the 
United States (12 U.S.C.A. § 548). 


NOTE-—’For similar decisions see B. L. J. Digest (Fifth Edition) § 1510. 
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In 1953 (P.A.1953, No. 9) the legislature amended the intangibles 
tax law so as to place both State and national banks in a special and more 
heavily taxed category, imposing a tax on bank shares at the rate of 
5% mills ($5.50 per $1,000) “on the privilege of ownership of each... 
share of stock” based on the “capital account” of each bank. “Capital 
account” was defined to be the “capital, surplus and undivided profits” 
as shown on the latest annual report for each year—in this case as of 
December 31, 1952. 

Appellant's position is set forth in its brief as follows: 


“This is not a case of tax avoidance or claimed immunity by 
appellant . . . The singularly important and impelling object of 
this case is to assure tax equality with competitors. The power- 
ful and rapidly growing savings and loan associations (or their 
shareholders) should be taxed at the same rate as shares in national 
banks in Michigan, as required under R.S.5219—regardless of what 
that rate may be.” 


The validity of the tax imposed under P.A.1953, No. 9, must rest 
upon the grant of congressional authority contained in 12 U.S.C.A. § 548 
(R.S. § 5219), whereby Congress conferred upon the States the power 
to tax national bank shares, providing that: 


“The several States may (1) tax said shares . . . provided the 
following conditions are complied with: . . . 

“(b) In the case of a tax on said shares the tax imposed shall 
not be at a greater rate than is assessed upon other moneyed 
capital in the hands of individual citizens of such State coming 
into competition with the business of national banks: Provided, 
That bonds, notes, or other evidences of indebtedness in the 
hands of individual citizens not employed or engaged in the bank- 
ing or investment business and representing merely personal 
investments not made in competition with such business, shall 
not be deemed moneyed capital within the meaning of this 
section.” 


Five intervening national banks asserted that they had similarly 
paid the 1952 tax under protest and sought to recover the amount so 
paid. The court, however, confined the proofs to the plaintiff, Michigan 
National Bank, and adjudicated only plaintiff's case. 

The Michigan Bankers Association took a contra view to that of 
appellant, as is disclosed by the following from the trial court's opinion: 


“The Michigan Bankers Association (representing both State 
and national banks) has been permitted to file a brief as amicus 
curiae in which it states the position of its members in these 
words: 
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““The Michigan Bankers Association has followed the trial 
of this case and requested permission to file this brief because 
of its conviction that the present system of the State of Michigan 
for the taxation of banks is reasonable from the viewpoint of the 
public, equitable from the viewpoint of the competitors, and 
practical from the viewpoint of the banks themselves. Actual 
experience with the taxation system shows that it has produced 
a reasonable amount of revenue to the State; that it has not 
created any competitive disadvantage among the various types of 
institutions; and that it has proven to be simple to administer. 
Such a system is obviously desirable, and this Association, be- 
lieving the system to be entirely legal within the limitations of 
the Federal Constitution and statutes, does not want to see it 
destroyed.’ 

“And their counsel takes substantially the same position upon 
the several questions presented as does the Attorney General 
on behalf of the defendants.” 


Plaintiff has its principal banking office in the city of Lansing. It 
carries on a banking business in that city and in the cities of Battle 
Creek, Flint, Grand Rapids, Marshall, Port Huron and Saginaw. In 
these cities there are 16 building/savings and loan associations. 

Appellant was incorporated in 1941, and from December 1941 to 
December 31, 1957, appellant had grown in total resources from about 
$68,000,000 to approximately $481,000,000, without the issuance of any 
additional common stock except stock dividends. 

The transcript of testimony amounted to thousands of pages and 
hundreds of exhibits were introduced. The printed appendices and briefs 
consist of more than 1,650 pages. 

Plaintiff offered testimony of officers of the loan associations and of 
plaintiff bank as to the claimed existence of mortgage loan competition 
between the 2 types of institutions, contending that: 


“The only important questions are whether the capital em- 
ployed by savings and loan associations in competition with 
national banks is substantial compared to the latter’s capitalization 
and whether the residential mortgage loan business is a substantial 
phase of the business of national banks.” 


Plaintiff introduced proof in regard to the growth of savings and loan 
assaciations to the effect that in 1900 the associations were composed 
of poor people who had banded themselves together in neighborhood 
groups, obligating themselves to set aside small weekly savings in order 
that they might mutually enable other savings members to borrow to 
build small homes; that banking facilities were not available to such 
groups, as national banks had at that time no authority to accept savings 
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accounts nor to engage in the home mortgage loan business; that the 
associations of today are statewide and nationwide in operation and 
their moneyed capital is no longer obtained from nor loaned to the 
poorer class; that in 1900 the total assets of all associations in Michigan 
were only slightly over $10,000,000, but by 1952 these assets had increased 
to over $537,000,000. 

Plaintiff also introduced proof that the loaning of money on the basis 
of mortgages secured by residential real estate, was a substantial phase 
of its business; that as of December 31, 1952, appellant held aggregate 
real estate loans of $62,000,000 and, in addition, had outstanding un- 
secured loans of approximately $8,000,000 for repair and modernization 
of residential property; that these loans amounted to approximately 22% 
of the total assets of appellant bank ($305,802,000); that as of that date 
the loans secured by mortgages on residential real estate were of the 
following types: FHA, approximately $27,000,000; VA, $9,000,000, and 
conventionals, $15,000,000. 

Appellant disclosed, by the public records of the register of deeds 
office in each of the 6 counties where plaintiff's banks were located, that 
during the year 1952 2,934 mortgages were recorded by appellant, 
totalling $23,089,907.33, of which approximately $18,600,000 represented 
residential real estate loans; and that in the same counties in 1952 the 
records disclosed that the 16 savings and loan associations recorded 
6,498 mortgages totalling $35,575,546.27, some of which, however, were 
secured by commercial property. 

Defendants summarize their position as follows: 


“In the last analysis, savings and loan associations cannot 
be in ‘substantial competition with the business of national banks’ 
because they cannot and do not engage sufficiently in the activities 
characteristically carried on by the national banks. Stated 
another way, if they are not comparable institutions in substance, 
how can they be in substantial competition?” 


To substantiate their position, defendants offered proof showing: 

1) While appellant engaged in all activities permitted national bank- 
ing associations, including the ability to create checkbook money and 
receive time, savings and demand deposits, savings and loan associations 
were able to engage solely in the narrow activity of making first mortgage 
loans secured by residential properties (with minor exceptions) or loans 
on the security of its savings shares accounts. 

2) During 1952 the 16 savings and loan associations doing business 
in the same cities as appellant bank made total commercial loans 
secured by business properties amounting to $293,000—.9 of 1% of their 
total real estate loans, or about % of 1% of their total assets. 
Appellant bank made such loans in the approximate amount of 
$8,000,000, which constituted 18% of its total real estate loans and was 
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in excess of 24% of its total assets. Of loans made by the savings and 
loan associations, practically all—99.1%—were secured by residential real 
estate, while only 87% of appellant’s mortgage loans were so secured. 
Of these 87%, 70% or 7/10ths were guaranteed by the Federal govern- 
ment as FHA and VA loans. Therefore, only 25% of appellant’s mort- 
gages were conventional residential nonbusiness mortgages; 60% were 
guaranteed FHA and VA mortgages, and 13% were mortgages on 
commercial property. The 16 associations, on the other hand, carried 
FHA and VA loans amounting to only 19% of total loans, conventional 
residential nonbusiness loans amounting to 79.963% of their total loans, 
and mortgages on commercial property being practically nil. 

3) The total loan activities engaged in by the institutions illustrate 
different objectives. Only 42% of appellant bank’s total loans were 
secured by real estate, while 58% were not so secured. All of the associa- 
tions’ loans were secured by real estate. 

4) About 20% of appellant’s total assets were employed in mortgage 
loans and approximately 23% of its interest income was received from 
mortgage loans. In the loan field, appellant’s installment loans, un- 
secured by real estate, were the most profitable. Here appellant received 
approximately 45% of its total interest income from the employment of 
approximately 19% of its total assets. 

5) In 1952 appellant had total deposits of some $283,000,000, classi- 
fied into approximately $165,000,000 of commercial deposits (including 
$22,000,000 of public funds) upon which no interest was paid to the 
depositors, approximately $37,000,000 in time certificates, and approxi- 
mately $81,000,000 in savings deposits. In 1952 all the funds it had to 
loan were from deposits. Appellant used all of its funds—capital, sur- 
plus, undivided profits, reserves and deposits, for the operation of its 
business. It cannot allocate or trace any dollar of its capital account 
to any particular mortgage or loan business. The savings and loan 
associations of Michigan cannot accept deposits, and, therefore, had none. 

The court justified its finding of no cause of action by stating its 
conclusions as follows: 


“1. Since 1887, the courts have consistently held in every case 
squarely involving the question that the state may exempt or prefer 
on the ground of public policy mutual savings bank and other like 
institutions, provided such exemption is based on just reason and 
is not made for the hostile purpose of an unfriendly discrimination 
with national banks. 

“2. That the power of the State to make such exemptions on 
the ground of public policy is an important one, grounded in 
history and on precedent. The intention of Congress to destroy it 
should not be lightly inferred. 

“3. The 1923 and 1926 amendments to section 5219 and the 
amendments to the Federal Reserve Act broadening the powers 
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of the national banks were not intended to take from the State 
such long established and well recognized power. 

“4. That from their beginnings and continuously throughout 
their history, building and loan associations have been similar in 
character and purpose to and of the same general class of mutual 
thrift and home financing institutions as mutual savings banks. 

“5S. That Congress in the Home Owners Loan Act of 1933 
definitely recognized and approved such classification of savings/ 
building and loan associations and the propriety of different 
tax treatments of banks and such associations and in effect, said 
that money invested in such associations is not moneyed capital 
in competition with the business of national banks. 

“6. That Michigan’s tax treatment of savings/building and 
loan associations is based upon just cause and does not evidence 
an intent to create or foster a hostile or unfriendly discrimination 
against national banks.” 


The general rule of partial exemption under R.S. § 5219 has been well 
established, as is disclosed by the following decisisons: 


Hepburn v. School Directors, 23 Wall. 480, 485, 23 L.Ed. 112— 


“It could not have been the intention of Congress to exempt 
bank shares from taxation because some moneyed capital was ex- 
empt. Certainly there is no presumption in favor of such an inten- 
tion. To have effect it must be manifest. The affirmative of the 
proposition rests upon him who asserts it.” 


Adams v. City of Nashville, 95 U.S. 19, 22, 24 L.Ed. 369—In holding 


that an exemption of investments in municipal bonds did not violate 


R.S. § 5219, the court held: 


“The act of Congress was not intended to curtail the State 
power on the subject of taxation. It simply required that capital 
invested in national banks should not be taxed at a greater rate 
than like property similarly invested. It was not intended to cut 
off the power to exempt particular kinds of property, if the 
legislature chose to do so. ... The discretionary power of the 
legislature of the States over all these subjects remains as it was 
before the act of Congress of June, 1864. The plain intention of 
that statute was to protect the corporations formed under its 
authority from unfriendly discrimination by the States in the 
exercise of their taxing power.” 


Boyer v. Boyer, 113 U.S. 689, 693, 5 S. Ct. 706, 28 L.Ed. 1089—The 


court in concluding that the Pennsylvania statute was inconsistent with 
R.S. § 5219 distinguished Hepburn v. School Directors, supra, stating: 
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“What the court had to decide, and all that it did decide, was 
whether the exemption from local taxation of mortgages, judg- 
ments, recognizances, and money due upon agreements for the sale 
of real estate, in the hands of individuals, was a partial exemption 
only, that is, whether it was so substantial in its nature and opera- 
tion as to affect the integrity of the general assessment for local 
purposes. ... That case is authority for the proposition that a 
partial exemption by a State, for local purposes, of moneyed capital 
in the hands of individual citizens, does not, of itself and without 
reference to the aggregate amount of moneyed capital not so 
exempted, establish the right to a similar exemption in favor of 
national bank shares held by persons within the same jurisdiction.” 
[113 U.S. 689, 693, 5 S.Ct. 708.] 


Mercantile Nat. Bank of New York v. Mayor, etc., of New York, 121 | 
U.S. 138, 7 S.Ct. 826, 30 L.Ed. 895—This case is recognized as an im- 
portant one in interpreting R.S. § 5219. The court relied upon Hepburn 
v. School Directors, supra, and in determining that for public policy 
reasons section 5219 was not violated by State exemptions, the court held 
(121 U.S. at pages 145, 146, 161, 7 S.Ct. at page 830): 


“The proposition which the appellant seeks to establish is that 
the state of New York, in seeking to tax national bank shares, has 
not complied with the condition contained in section 5219 of the 
Revised Statutes . . . ‘in that it has by its legislation expressly 
exempted from all taxes in the hands of the individual citizens 
numerous species of moneyed capital, aggregating in actual value 
the sum of $1,686,000,000, while it has by its laws subjected 
national bank shares in the hands of individual holders 
thereof, (aggregating a par value of $83,000,000) and state 
bank shares (having a like value of $22,815,700,) to taxation upon 
their full actual value, less only a proportionate amount of the 
real estate owned by the bank.’ This exemption, it is claimed, is 
of a ‘very material part relatively’ of the whole, and renders the 
taxation of national bank shares void. . . . 

“ ... The only limitation, upon deliberate reflection, we now 
think it necessary to add, is that these exemptions should be 
founded upon just reason, and not operate as an unfriendly dis- 
crimination against investments in nation] bank shares. However 
large, therefore, may be the amount of moneyed capital in the 
hands of individuals, in the shape of deposits in savings banks 
as now organized, which the policy of the state exempts from 
taxation for its own purposes, that exemption cannot affect the 
rule for the taxation of shares in national banks, provided 
they are taxed at a rate not greater than other moneyed capital in 
the hands of individual citizens otherwise subject to taxation.” 
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Tax exemption or preferential tax treatment has been applied to 
mutual savings banks and savings and loan associations, as is disclosed 
by the following cases: 


Mercantile Nat. Bank of New York v. Mayor, etc., of New York, 121 
U.S. 188, 160, 7 S.Ct. 826, 838, 30 L.Ed. 895—In construing R.S. § 5219 
and justifying exemptions granted to savings banks, the court said: 


“It cannot be denied that these deposits constitute moneyed 
capital in the hands of individuals, within the terms of any 
definition which can be given to that phrase; but we are equally 
clear that they are not within the meaning of the act of congress 
in such a sense as to require that, if they are exempted from taxa- 
tion, shares of stock in national banks must thereby also be 
exempted from taxation. No one can suppose for a moment that 
savings banks come into any possible competition with national 
banks of the United States. They are what their name indicates, 
banks of deposit for the accumulation of small savings belonging 
to the industrious and thrifty. To promote their growth and 
progress is the obvious interest and manifest policy of the state. 
Their multiplication cannot in any sense injuriously affect any 
legitimate enterprise in the community. We have already seen 
that, by previous decisions of this court it has been declared 
that ‘it could not have been the intention of congress to exempt 
bank shares from taxation because some moneyed capital was 
exempt, (Hepburn v. School Directors, 23 Wall. 480, [23 L.Ed. 
112}) and that ‘the act of Congress was not intended to curtail the 
state power on the subject of taxation. It simply required that 
capital invested in national banks should not be taxed at a greater 
rate than like property similarly invested. It was not intended 
to cut off the power to exempt particular kinds of property, if the 
legislature chose to do so.’ Adams v. City of Nashville, 95 U.S. 
19, [24 L.Ed. 369].” 


Davenport Nat. Bank v. Davenport Board of Equalization, 123 U.S. 
83, 86, 8 S.Ct. 73, 74, 31 L.Ed. 94—In upholding exemptions of savings 
banks the court again held: 


“The whole subject has been recently considered by this court 
in the case of Mercantile Nat. Bank of New York v. Mayor, etc., 
of New York, 121 U.S. 138, 7 S.Ct. 826, [30 L.Ed. 895]. In that 
opinion it was held that while the deposits in the savings banks 
of New York constituted moneyed capital in the hands of indivi- 
duals, yet it was clear that they were not within the meaning of 
the act of congress in such a sense as to require that because they 
were exempted from taxation the shares of stock in national banks 
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must also be exempted. The reason given for this is that the 
institutions generally established under that name are intended 
for the deposits of the small savings and accumulations of the 
industrious and thrifty; that to promote their growth and progress 
is the obvious interest and manifest policy of the state; and, as 
was said in Hepburn v. School Directors, 23 Wall. 480, [23 L.Ed. 
112], it could not have been the intention of congress to exempt 
bank shares from taxation because some moneyed capital was 
exempt.” 


Bank of Redemption v. City of Boston, 125 U.S. 60, 8 S.Ct. 772, 31 
L.Ed. 689—Counsel urged that there was such a marked difference 
between the Massachusetts and the New York mutual savings banks, 
the Mercantile Nat. Bank case, supra, would not apply. In disposing of 
this contention, the court therein stated (125 U.S. at pages 66—68, 8 
S.Ct. at page 775): 


“The tax on savings banks is based upon deposits merely. This 
is because deposits furnish the only capital which is invested and 
employed. The institutions themselves, although corporations, 
have no capital stock, and are managed by trustees, not selected | 
by the depositors, but by public authority. The whole amount of 
the deposits, with the exceptions noted, are subjected to a tax of 
one-half of 1 per cent. On the other hand, the national banks pay 
a tax assessed upon the market value of the shares as personal 
property, upon a valuation, and at a rate exactly equal to that of all 
other personal property subject to taxation in the state. But shares 
of the national banks, while they constitute the capital stock of the 
corporations, do not represent the whole amount of the capital 
actually employed by them. They have deposits, too, shown in 
the present record to amount, in Massachusetts, to $132,042,332. 
The banks are not assessed for taxation on any part of these, 
although these deposits constitute a large part of the actual capital 
profitably employed by the banks in the conduct of their banking 
business. But it is not necessary to establish the exact equality 
in result of the two modes of taxation. The question of the 
exemption from taxation of deposits in savings banks, as affecting 
the rule for the state taxation of national bank shares, was very 
deliberately considered by this court in the case of Mercantile } 
Nat. Bank of New York v. Mayor, etc., of New York, 121 U.S. 138, 
160, 7 S.Ct. 826, [30 L.Ed. 895], and the conclusion reached in that 
case was reaffirmed in the case of Davenport Nat. Bank v. 
Davenport Board of Equalization, 123 U.S. 83, 8 S.Ct. 73, [31 L.Ed. 
94]. ... It is impossible, in our judgment, to distinguish the 
present from the case of the New York savings banks, or of those 
of Iowa considered in the case of the Davenport Nat. Bank. 
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... It is alleged that, in Massachusetts, savings banks are permitted 
to transact a banking business in the way of loans upon personal 
securities, which assimilates them more closely to national banks, 
and takes away the reason for the application of the rule to them 
which was applied to the case of the savings banks of New 
York. But the difference mentioned, if it exists at all, is im- 
material; the main purpose and chief object of savings banks, as 
organized under the laws of Massachusetts, are the same as those 
in New York, as considered in the case of the Mercantile Nat. 
Bank. They are substantially institutions, under public manage- 
ment, in pursuance of a great and beneficial public policy, or- 
ganized for the purpose of investing the savings of small 
depositors, and not as banking institutions in the commercial sense 
of that phrase. We adhere to the rule as declared in the cases 
heretofore decided, which forecloses further discussion.” 


Aberdeen Bank v. Chehalis County, 166 U.S. 440, 460, 17 S.Ct. 629, 
636, 41 L.Ed. 1069—The court reaffirmed the 3 cases cited above, with 
emphasis on the Mercantile Nat. Bank decision, and stated: 


“As to savings banks, it was held that, though it could not 
be denied that their deposits constituted moneyed capital in the 
hands of individuals, yet it was clear that they were not within 
the meaning of the act of congress in such a sense as to require 
that, if they are exempted from taxation, shares of stock in national 
banks must also be exempted; that it was part of the policy of the 
state to encourage the accumulation of small savings belonging 
to the industrious and thrifty, and it was within the reasonable 
exercise of the power of the state to exempt particular kinds of 
property... 

“The conclusions to be deduced from these decisions are 
that money invested in corporations or in individual enterprises 
that carry on the business of railroads, of manufacturing enter- 
prises, mining investments, and investments in mortgages, does 
not come into competition with the business of national banks, 
and is not, therefore, within the meaning of the act of congress; 
that such stocks as those in insurance companies may be legiti- 
mately taxed on income instead of on value, because such com- 
panies are not competitors for business with national banks; and 
that exemptions, however large, of deposits in savings banks, 
or of moneys belonging to charitable institutions, if exempted for 
reasons of public policy, and not as an unfriendly discrimination 
against investments in national bank shares, should not be 
regarded as forbidden by section 5219 of the Revised Statutes 
of the United States.” 
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First National Bank of Wellington, Ohio v. Chapman, 173 U.S. 205, 
214, 19 S.Ct. 407, 410, 43 L.Ed. 669— 


“The result seems to be that the term ‘moneyed capital,’ as used 
in the federal statute, does not include capital which does not come 
into competition with the business of national banks, and that 
exemptions from taxation, however large, such as deposits in 
savings banks or moneys belonging to charitable institutions, 
which are exempted for reasons of public policy, and not as an 
unfriendly discrimination as against investments in national bank 
shares, cannot be regarded as forbidden by the federal statute.” 


The approval of the supreme court of the United States of partial 
exemptions of mutual savings banks also applies to savings and loan | 
associations, as shown by the following decisions: 

Mercantile National Bank of Cleveland, Ohio v. Hubbard, C.C., 98 
F. 465, 471—Judge Taft wrote the opinion and clearly differentiated 
between national banks and building and loan associations, stating: 


“There is proof of the capital in savings banks, and also of 
the capital invested in building and loan associations; but, under 
the decision of Mercantile Nat. Bank of New York v. Mayor, 
etc., of New York, 121 U.S. 138, 7 S.Ct. 826, 30 L.Ed. 895, 
capital invested in savings banks cannot be regarded as moneyed 
capital, within the meaning of section 5219, exemption of which 
from taxation can constitute a discrimination within the inhibition 
of that section. It seems to me that building associations are 
certainly not to be differentiated in their purpose or object, or 
practical effect, from savings banks, and that the capital invested 
in them, though subject to a somewhat different rule of taxation, 
cannot be regarded as moneyed capital in competition 
with the moneyed capital in national banks, any more 
than is capital invested in savings banks. The chief object } 
of building associations is to encourage the building of small 
houses by poor people, and the saving from their earnings, week 
by week, of an amount sufficient to pay the mortgage debts in- 
curred in the purchase of the land and the construction of the 
house. The mere fact that every shareholder in a building 
association need not be a borrower cannot, I think, change the ) 
effect of the general purpose of the building association law.” 


This case was reversed by the circuit court of appeals in Mercantile 
National Bank of Cleveland, Ohio v. Hubbard, 6 Cir., 105 F. 809. Upon 
remand injunction issued in Mercantile National Bank of Cleveland, 
Ohio v. Lander, 6 Cir., 109 F. 21. Appeal to the supreme court of the 
United States resulted in reversal (Lander v. Mercantile Nat. Bank, 186 
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U.S. 458, 22 S.Ct. 908, 46 L.Ed. 1247), with specific direction to reverse 
the circuit court of appeals and affirm the judgment of the circuit court. 

In Hoenig v. Huntington National Bank of Columbus, 6 Cir., 1932, 
59 F.2d 479, 482, certiorari denied 287 U.S. 648, 53 S.Ct. 93, 77 L.Ed. 560— 
it was said: . 


“It is insisted, however, that the present day building association 
is a very different type of institution from the ‘small, neighborhood, 
mutual associations of Judge Taft’s time,’ and emphasis is laid 
upon the construction of offices in similitude to those of banks, 
the competition for deposits, the payments of deposits on demand, 
and the making of loans upon collateral security. We do not 
think that the general nature of the business of building associa- 
tions has so far changed as to make the law established by the 
above-cited cases inapplicable. Compare United States v. Cam- 
bridge Loan & Bldg. Co., 278 U.S. 55, 49 S.Ct. 39, 73, L.Ed. 180. 
The chief purpose of these institutions is still ‘to encourage the 
building of small houses by poor people, and the saving from their 
earnings, week by week, of an amount sufficient to pay the mort- 
gage debts incurred in the purchase of the land and the con- 
struction of the house.’ Mercantile National Bank of Cleveland, 
Ohio v. Hubbard, C.C., 98 F. 465, 471.” 


An examination of the record in the Hoenig case discloses: 

l. The assets of the savings and loan associations in Ohio in 1926 
were approximately equal to the total assets of all national banks in 
Ohio; while in 1952 the assets of all savings and loan associations in 
Michigan constituted less that 15% of the total assets of national banks 
in Michigan; and 

2. The assets of savings and loan associations in Ohio in 1926 were 
approximately double the total assets of such associations in Michigan 
in 1952. 

Keeping in mind inflation and change in the general status of our 
economy, the record in the Hoenig case showed that the average invest- 
ment in the Ohio associations was about $500 compared to approximately 
$1,500 in Michigan in 1952, and the average outstanding loan was $2,806 
in 1926, at the time the Hoenig case was decided, while the average 
outstanding loan of Michigan associations in 1952 was $4,872. 

The Home Owners’ Loan Act was enacted by Congress in 1933 (ch. 
64, §§ 1-9, 48 Stat. 128 [12 U.S.C.A. §§ 1461—1468, inclusive, as amend- 
ed]). The purpose of the act is set forth in section 5 (12 U.S.C.A. § 1464, 
as amended), as follows: 


“(a) In order to provide local mutual thrift institutions in which 
people may invest their funds and in order to provide for the 
financing of homes, the Board is authorized, under such rules and 
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regulations as it may prescribe, to provide for the organization, 
incorporation, examination, operation, and regulation of associa- 
tions to be known as ‘Federal Savings and Loan Associations,’ and 
to issue charters therefor, giving primary consideration to the 
best practices of local mutual thrift and home-financing institutions 
in the United States.” 


In determining States’ rights to tax such associations, Congress pro- 


vided in the same section: 


“(h) Such associations, including their franchises, capital, reserves, 
and surplus, and their loans and income, shall be exempt from all 
taxation now or hereafter imposed by the United States (except the 
taxes imposed by sections 1410 and 1600 of Title 26 with respect 
to wages paid after December 31, 1939, for employment after 
such date, and except, in the case of taxable years beginning 
after December 31, 1951, income, war-profits, and excess-profits 
taxes), and all shares of such associations shall be exempt both 
as to their value and the income therefrom from all taxation (except 
surtaxes, estate, inheritance, and gift taxes) now or hereafter 
imposed by the United States; and no State, Territorial, county, 
municipal, or local taxing authority shall impose any tax on such 
associations or their franchise, capital, reserves, surplus, loans, 
or income greater than that imposed by such authority on other 
similar local mutual or cooperative thrift and home financing 
institutions.” 


The trial court commented upon congressional action disclosing that 


Congress did not consider savings and loan associations to be in competi- 
tion with either State or national banks, and in its opinion said: 





“In providing for the taxation of these institutions by the State, 
Congress could have made the measuring stick, the limit on the rate 
of taxation, that imposed on national banks, also a creation of 
Congress. It could have made such measuring stick the rate 
imposed by the states on state banks and it could have made it that 
imposed on other moneyed capital. It did none of these things. 
Instead, it provided that the tax imposed should not be greater 
than that imposed on ‘other similar local mutual or cooperative 
thrift and home financing institutions.’ 

“Congress thus identified the institutions that it considered to 
be in competition with Federal Savings and Loan Associations. 
Obviously, Congress did not consider savings and loan associations 
to be in competition with banks, either state or national.” 


The Home Owners’ Loan Act of 1933 provision markedly differs 
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with the provision in regard to States’ rights to tax joint-stock land 
banks (Act of Congress July 17, 1916, ch. 245, § 26, 39 Stat. 380) where 
Congress provided (12 U.S.C.A. § 932): 


“Nothing herein shall prevent the shares in any joint stock land 
bank from being included in the valuation of the personal property 
of the owner or holder of such shares, in assessing taxes imposed by 
authority of the State within which the bank is located; but such 
assessment and taxation shall be in manner and subject to the 

conditions and limitations contained in section fifty-two hundred 
and nineteen of the Revised Statutes with reference to the shares 
of national banking associations.” 


The congressional provision for national agricultural credit corpora- 

tions (Act of Congress March 4, 1923, ch. 252, Title II, § 211, 42 Stat. 
1469, 12 U.S.C.A. § 1261) also provided a different test for State taxation 
than Congress provided for Federal savings and loan associations, as is 
disclosed by the following: 


“Taxation by a State of the shares in National Agricultural 
Credit Corporations, or of dividends derived therefrom, or of the 
income of said corporations, or real estate owned by them, shall 
be such only as is or may be authorized by law in the case of 
national banking associations; and taxation by a State of the deben- 
tures or other obligations of such corporations shall not be at a 
higher rate than the rate applicable to other moneyed capital in 
the hands of individual citizens thereof.” 


The following decisions disclose that because plaintiff bank’s shares 
were taxed at a different rate, or assessed by a different method than 
the method employed to tax the building and loan associations, does not 
violate R.S. § 5219: 

Tradesmens National Bank of Oklahoma City v. Oklahoma Tax Com- 

} mission, 1940, 309 U.S. 560, 567, 60 S.Ct. 688, 692, 84 L.Ed. 947— 


“A consideration of the course of judicial decision on R.S. 

§ 5219 and its predecessors can leave no doubt that the various 
restrictions it places on the permitted methods of taxation are 
designed to prohibit only those systems of state taxation which 

' discriminate in practical operation against national banking as- 
sociations or their share holders as a class. Compare First 
National Bank of Hartford, Wis. v. City of Hartford, 273 U.S. 

548, 47 S.Ct. 462, 71 L.Ed. 767; Amoskeag Savings Bank of Man- 

chester, N. H. v. Purdy, 231 U.S. 373, 34 S.Ct. 114, 58 L.Ed. 274; 

City of Covington v. First National Bank, 198 U.S. 100, 25 S.Ct. 
562, 49 L.Ed. 963; Lionberger v. Rouse, 9 Wall. 468, 19 L.Ed. 721. 

Thus it is not a valid objection to a tax on national bank shares that 
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other moneyed capital in the state or shares of state banks are 
taxed at a different rate or assessed by a different method unless 
it appears that the difference in treatment results in fact in a dis- 
crimination unfavorable to the holders of the shares of national 
banks. Amoskeag Savings Bank of Manchester, N. H. v. Purdy, 
231 U.S. 373, 375, 34 S.Ct. 114, 58 L.Ed. 274; City of Covington v. 
First National Bank, 198 U.S. 100, 25 S.Ct. 562, 49 L.Ed. 963.” 


City of Covington v. First National Bank of Covington, 1905, 198 
U.S. 100, 114—115, 25 S.Ct. 562, 567, 49 L.Ed. 963— 


“As to the alleged discrimination against shareholders in 
national banks because the assessment of the property of state 
banks is upon the franchise, and not upon the shares of stock, 
there is nothing in the bill to show that this difference in method 
operates to discriminate against national bank shareholders by 
assessing their property at higher rates than are imposed upon 
capital invested in state banks And, as to the deduction of the 
value of real estate and other deductions allowed to state banks, 
the supreme court of Kentucky has held that all deductions 
allowed to state banks must be allowed in like manner in 
assessing the property of shareholders in national banks. 
Commonwealth v. Citizens’ Nat. Bank, 117 Ky. 946, 
80 S.W. 158. Nor does the allegation that in cities of the 
first, second, and third class state banks are assessed upon their 
shares for vity taxation, but upon their franchises and property for 
state and county taxation, in the absence of averments of fact 
showing that thereby a heavier burden of taxation is imposed upon 
national than state banks in such cities, warrant judicial inter- 
ference for the protection of shareholders in national banks. 
Davenport Nat. Bank v. Davenport Board of Equalization, 123 
U.S. 83, 8 S.Ct. 73, 31 L.Ed. 94.” 


People of State of New York ex rel. Williams v. Weaver, 1879, 100 
U.S. 539, 25 L.Ed. 705, held that the restriction contained in the act of 
Congress (section 5219) had to do with the actual incidence and practical 
burden of the tax upon the taxpayer. 

Appellees introduced testimony, which was not controverted, that 
building and loan associations pay taxes which appellant bank does 
not pay (franchise, capital stock increase, use and personal property 
taxes), and further disclosed that the ratio of State and local taxes to 
total assets of the associations was .089, while appellant’s rate was .091; 
and, also, in regard to the proportion of the intangible tax to the total 
assets of national banks in Michigan and the proportion of the Michigan 
franchise tax to the total assets of all savings and loan associations show- 
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ing a ratio of .02459 for all Michigan national banks and .02243 for all 
State savings and loan associations. 

In dealing with the phrase “coming into competition with the business 
of national banks” as used in R.S. § 5219, the court in First National Bank 
of Guthrie Center v. Anderson; 1926, 269 U.S. 341, at pages 347—348, 46 
S.Ct. 135, at page 138, 70 L.Ed. 295, stated: 


“The earlier decisions have been reviewed from time to time in 
later cases, and all, taken collectively, may be summarized as 
showing, so far as is material here 

“1. The purpose of the restriction is to render it impossible 
for any state, in taxing the shares, to create and foster an unequal 
and unfriendly competition with national banks, by favoring 
shareholders in state banks or individuals interested in private 
banking or engaged in operations and investments normally com- 
mon to the business of banking. Mercantile National Bank of New 
York v. Mayor, etc., of New York, 121 U.S. 138, 155, 7 S.Ct. 826, 
30 L.Ed. 895; Des Moines National Bank v. Fairweather, [263 U.S. 
103, 116, 44 S.Ct. 23, 68 L.Ed. 191]. 

“2. The term ‘other moneyed capital,’ in the restriction, is not 
intended to include all moneyed capital not invested in national 
bank shares, but only that which is employed in such way as to 
bring it into substantial competition with the business of national 
banks. Mercantile National Bank of New York v. Mayor, etc., 
of New York, supra [121 U.S.] 157, [7 S.Ct. 836]; Aberdeen Bank 
v. Chehalis County, 166 U.S. 440, 461, 17 S.Ct. 629, 41 L.Ed. 1069. 

“3. Moneyed capital is brought into such competition where 
it is invested in shares of state banks or in private banking, and 
also where it is employed, substantially as in the loan and invest- 
ment features of banking, in making investments, by way of loan, 
discount or otherwise, in notes, bonds or other securities with 
a view to sale or repayment and reinvestment. Mercantile 
National Bank of New York v. Mayor, etc., of New York, supra, 
[121 U.S.] 155—157, [7 S.Ct. 835—836]; Palmer v. McMahon, 133 
U.S. 660, 667—668, 10 S.Ct. 324, 33 L.Ed. 772; Talbott v. Board of 
Com'ts of Silver Bow County, 139 U.S. 438, 447, 11 S.Ct. 594, 
35 L.Ed. 210. 

“4. The restriction is not intended to exact mathematical 
equality in the taxing of national bank shares and such other 
moneyed capital, nor to do more than require such practical 
equality as is reasonably attainable in view of the differing situa- 
tions of such properties. But every clear discrimination against 
national bank shares and in favor of a relatively material part 
of other moneyed capital employed in substantial competition with 
national banks is a violation of both the letter and spirit of the 
restriction. People of State of New York ex rel. Williams v. 
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Weaver, 100 U.S. 539, 25 L.Ed. 705; Boyer v. Boyer, 118 U.S. 
689, 701, 5 S.Ct. 706, 28 L.Ed. 1089; First National Bank of 
Wellington, Ohio v. Chapman, 173 U.S. 205, 216, 19 S.Ct. 407, 43 
L.Ed. 669.” 


Building and loan associations are incorporated in Michigan under 
P.A.1887, No. 50, as amended, and the purpose of such associations is 
set forth in section 1, as follows: 


“Building and improving homesteads, . . . accumulating money 
to be loaned to its members . . . or assisting its members to 
accumulate and invest their savings.” 

Section 37 of the act provides: 

“No building and loan association shall, directly or indirectly, 
do a banking business.” C.L.1948, § 489.37 [Stat.Ann.1957 Rev. 
§ 23.580]. 


The fundamental difference between a bank making loans from 
deposits and loans made otherwise, was recognized in First National 
Bank of Shreveport v. Louisiana Tax Commission, 1933, 289 U.S. 60, 
64, 53 S.Ct. 511, 512, 77 L.Ed. 1030, where it is said: 


“If we may take judicial notice of the functions of these alleged 
competitors of the plaintiffs, there appears ample basis for the 
classification, among other things, in this: There is a fundamental 
difference between banks which make loans mainly from money 
of depositors, and the other financial institutions, which make 
loans mainly from the money supplied otherwise than by deposits.” 


Appellant relies on First National Bank of Hartford, Wis. v. 
City of Hartford, 1927, 273 U.S. 548, 47 S.Ct. 462, 71 L.Ed. 767, and 
states that the trial court: 


“Erroneously predicated his decision upon the proposition that 
savings and loan associations were different in character and in 
purpose from national banks, and, therefore, could not compete 
as a matter of law, within the meaning of R.S. §5219. This is 
directly contrary to the ruling of the United States Supreme Court 
that: 

““Competition in the sense intended [by R.S. § 5219] arises not 
from the character of the business of those who compete but from 
the manner of the employment of the capital at their command.’ 
First National Bank of Hartford, Wis. v. City of Hartford, 1927, 
273 U.S. 548, 557 [47 S.Ct. 462, 71 L.Ed 767].” 


Appellant, recognizing that its contention was contrary to the cases 
above cited allowing partial exemption for savings banks and building 
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and loan associations (and particularly was this true in regard to Bank 
of Redemption v. City of Boston, supra [125 U.S. 60, 8 S.Ct. 772, 31 L.Ed. 
689]) states: 


“However, a contention_was made by the plaintiff national 
bank that Massachusetts savings banks were permitted to transact 
a banking business in the way of loans upon personal securities 
which more closely assimilated them to national banks, than to the 
savings banks such as were involved in Mercantile (Mercantile 
[Nat.] Bank [of New York] v. [Mayor, etc., of} New York, 121 U.S. 
138 [7 S.Ct. 826, 30 L.Ed. 895]). This argument the court sum- 
marily considered and dismissed, saying (in Bank of Redemption v. 
[City of] Boston, 125 U.S. 60, 68 [8 S.Ct. 772, 31 L.Ed. 689)): 

“But the difference mentioned, if it exists at all, is immaterial; 
the main purpose and chief object of savings banks, as organized 
under the laws of Masachusetts, are the same as those in New 
York, as considered in the case of the Mercantile Bank. They are 
substantially institutions, under public management, in pursuance 
of a great and beneficial public policy, organized for the purpose of 
investing the savings of small depositors, and not as banking 
institutions in the commercial sense of that phrase.’ 

“To the extent that this case stands for the proposition that 
the character, object and purpose of an institution claimed to be 
in competition with a national bank was determinative rather than 
the manner of employment of its capital, this case must be deemed 
to be overruled by the later cases which held, as stated in First 
National Bank of Hartford [Wis.] v. [City of] Hartford (1927), 
273 U.S. 548, 557 [47 S.Ct. 462, 71 L.Ed. 767): 

“Section 5219 is not directed merely at discriminatory taxation 
which favors a competing banking business. Competition in the 
sense intended arises not from the character of the business of 
those who compete but from the manner of the employment 
of the capital at their command. ... To so restrict the meaning 
and application of § 5219 would defeat its purpose.’” 


We do not agree with appellant that the Hartford decision overruled 
the Bank of Redemption case, but agree with appellees’ answer: 


“Appellant attempts to persuade us that the Bank of Redemp- 
tion decision was overruled by First National Bank of Hartford 
[Wis.] v. [City of] Hartford, 273 U.S. 547 [548] [47 S.Ct. 462, 
71 L.Ed. 767]. There is utterly nothing in the Hartford decision 
which expressly or impliedly undertakes a repudiation of Bank of 
Redemption. Hartford was addressed to a situation where 
sweeping preferences were granted to large areas of competing 
money capital.” 
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The Hartford decision established that a mixed question of fact and 
law is involved in determining the question of “substantial competition” 
and stated (273 U.S. at page 552, 47 S.Ct. at page 463): 


“The validity of the tax complained of depends upon whether 
or not the moneyed capital in the state thus favored is employed 
in such a manner as to bring it into substantial competition with 
the business of national banks. 

“The question thus raised involves considerations both of fact 
and of law. To answer it, it is necessary to ascertain the nature 
and extent of the moneyed capital in the hands of individual 
citizens within the state and the relation of its employment, in 
point of competition, to the business of plaintiff and other national 
banks. It is necessary also to ascertain the precise meaning to be 
given the statute as applied to the facts in hand in order to deter- 
mine whether the particular moneyed capital and the particular 
competition with which we are here concerned are moneyed 
capital and competition within the spirit and purpose of the 
statute. The question is thus a mixed one of law and fact, and 
in dealing with it we may review the facts in order correctly to 
apply the law.” 


Not only did the Hartford decision deal with sweeping exemptions 
for a large number of competing institutions, but the equivalence of 
the tax imposed on national banks and other institutions was not con- 
sidered, as evidenced by the following (273 U.S at page 551, 47 S.Ct. at 
page 463): 


“The court below assumed, and it was not questioned upon 
the argument here, that this tax is not to be taken as an equivalent 
or substitute for the ad valorem tax levied upon bank shares, and 
no question of the possible equivalence of the two schemes of 
taxation is presented.” 


First National Bank of Hartford, Wis. v. City of Hartford, supra, 
established that “approximate equality in taxation” was a major test, 
by stating at page 560 of 273 U.S., at pages 465, 466, of 47 S.Ct.: 


“But a consideration of the entire course of judicial decision on 
this subject can leave no doubt that state legislation and taxing 
measures which by their necessary operation and effect discrimin- 
ate against capital invested in national bank shares in the manner 
described are intended to be forbidden.” 


The record in this appeal discloses that Michigan building and loan 
associations operated in a narrow, restricted field, are markedly different 
in character, purpose and organization from national banks, and are 
not in “substantial competition” with national banks. 


an 
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The record establishes that there was practical equality of the total 
tax imposed upon building and loan associations and upon national banks, 
and any difference would be justified as partial exemptions under the 
decisions of the supreme court of the United States quoted above. The 
restriction contained in R.S. § 5219 has to do with the actual incidents 
and practical burden of the tax imposed—(See People of State of New 
York ex rel. Williams v. Weaver, 100 U.S. 539, 25 L.Ed. 705). 

Appellant, as a taxpayer claiming immunity from the tax, had the 
burden of establishing its rights to the exemption. There is no presump- 
tion of unlawful discrimination or that Michigan P.A.1953, No. 9, im- 
posed a tax “at a greater rate than was assessed upon other moneyed 
capital in the hands of individual citizens of such state coming into 
competition with the business of national banks.” To meet this test, 
appellant had to introduce procf that was “manifest.” See Hepburn v. 
School Directors, 23 Wall. 480, 23 L.Ed. 112, and Norton Company v. 
Department of Revenue of State of Illinois, 340 U.S. 534, 71 S.Ct. 377, 
95 L.Ed. 517. Plaintiff failed to meet this burden of proof. 

We reiterate and approve the finding of the trial court: 


“That Michigan’s tax treatment of savings/building and loan 
associations is based upon just cause and does not evidence an 
intent to create or foster a hostile or unfriendly discrimination 
against national banks.” 


Affirmed. No costs, a public question involved. 
DETHMERS, C.J., and CARR, SMITH and EDWARDS, JJ., concur. 
SOURIS, J., took no part in this decision. 


SURVEY OF COMMON TRUST FUNDS 
BY FEDERAL RESERVE BOARD 


The May 1960 edition of the Federal Reserve Bulletin con- 
tains a brief survey of common trust funds. It covers all 
common trust funds operated by banks and trust companies 
in the United States and administered under subsection (c) of 
Section 17 of the Board’s Regulation F. 

The Survey indicates that the aggregate market value of 
investments of 373 common trust funds increased $232 million 
or 9% during 1959, the total of such investments at year end 
standing at $2667 million. Net additions to principal of $161 
million accounted for 70% of the increase, appreciation in 
market value, $51 million, and realized capital gains for the 
remainder. 
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Conduct of Drawee Bank May Bar Recovery 
of Overdraft 


A bank depositor drew a check to the order of McWater 
in the amount of $300. Payment was refused the next day 
because of insufficient funds in the account. Within a month 
of the date the check was issued, a stop payment order was 
issued by the defendant-depositor. Eight months after the 
issuance of the check, the bank paid it by mistake because of a 
confusion between defendant’s account and the account of 
another depositor with a similar name. The bank brought 
suit to recover the overdraft. 


A trial before a jury resulted in a verdict in favor of the 
bank and against the depositor in the amount of $300. On 
appeal the court held it error to have instructed the jury that 
the bank was entitled to recover if it paid the check by mistake 
and defendant-depositor received benefit therefor, and directed 
that a new trial be held. 

The court stated that a bank was not entitled to recover 
merely because it made a mistake and held that if the bank 
had acted in an unreasonable and imprudent manner (a ques- 
tion for the jury), it was not entitled to recover. Although the 
court felt that certain facts were favorable to the bank, it 
indicated that the age of the check as well as the expired stop 
order “could be taken into consideration in determining 
whether there was negligence on the part of the bank which 
precluded recovery.” Glass v. First National Bank, Supreme 
Court of Arkansas, 331 S.W.2d 861. The opinion of the court 
follows: 


ROBINSON, J.—Appellee, First National Bank, Fayetteville, filed 
this suit to recover from appellant, Owen C. Glass, $300 which the 
bank had paid on a check drawn on the bank by Glass, there being no 
money in Glass’ account at the time the check was cashed. 

On the 22nd day of January, 1958, appellant gave a check in the 
sum of $300 to Lloyd McWater, the check being drawn on the appellee 
bank. The check was sent to the bank the next day and payment was 
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refused because of insufficient funds, there being only 42c in Glass’ ac- 
count. Later Glass notified the bank to stop payment on the check. 
Glass contends that the stop payment order was given on January 23, 
1958, and the bank claims such order was received on February 24, 
1958. In any event, the stop order was made out and put in the files 
of the bank not later than February 24, 1958. Nothing further was 
heard from the check until September 16, 1958. At that time McWater, 
the payee named in the check, appeared at the bank and presented the 
check for payment. The bank teller, Mr. Leon Campbell, communicated 
with the bookkeeping department and upon being told the check was 
good, paid the amount of the check, $300, to McWater. Immediately 
thereafter employees of the bank discovered that they had made a mis- 
take; that there were no funds in the account of Owen C. Glass. The 
mistake was due to confusing Owen C. Glass’ account with that of an- 
other depositor, Orin Glass. 


Mr. Everett Skelton, a vice-president of the bank, testified that a 
charge had been made against the account of appellant Glass which 
absorbed the 42c, leaving nothing in that account, and that the account 
was closed on February 25, 1958. It may be inferred, however, from 
Mr. Skelton’s testimony that he did not mean that the account was 
closed to the point that it would have been necessary for Glass to make 
any further arrangements such as signing a signature card or otherwise, 
before he could deposit money in the bank. It merely appears that 
there was no money left in the account, but the account still appeared 
on the books of the bank. 


The bank filed this suit in chancery against McWater and appellant 
Glass, seeking to recover the $300 paid on the check. Both defendants 
demurred. The McWater demurrer was sustained, but the Glass de- 
murrer was overruled and the case was transferred to circuit court. A 
trial before a jury resulted in a verdict in favor of the bank against Glass 
for the amount of the check, $300. 


Appellant Glass first argues that his demurrer should have been sus- 
tained, but we do not agree. The complaint alleges that Glass drew 
a check on the bank which was paid by mistake. Certainly under cer- 
tain circumstances a depositor is liable to the bank for the amount of an 
overdraft paid for the depositor, and the mere fact that the overdraft 
was paid by mistake does not as a matter of law preclude the bank from 
recovering. 7 Am.Jur. 442. But on the other hand, it cannot be said 
that the bank is entitled to recover against a depositor in such circum- 
stances merely because a mistake was made. In some cases the facts 
may be such that as a matter of law the bank would be entitled to re- 
cover from a depositor for whom it had paid an overdraft. In other 
cases the facts may be such that as a matter of law the bank cannot re- 
cover. But here we think it was a question for the jury to determine 
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whether in view of all the facts and circumstances of the case the bank 
is entitled to recover from Glass. If, in addition to Glass having no 
funds in the bank—which is not in itself controlling—many banks pay 
overdrafts for their depositors—and aside from the mistake of con- 
fusing the two Glass accounts in the first instance, there are other facts 
and circumstances from which a jury could reach the conclusion that an 
ordinarily prudent person would not have cashed the check without at 
least communicating with Glass, then Glass should not have to stand 
the loss occasioned by the bank’s acting in such an unreasonable and 
imprudent manner. But, if on the other hand it can be said that in cashing 
the overdraft, and aside from confusing the two Glass accounts, the bank 
did nothing other than what an ordinarily prudent person would have 
done in the circumstances, then Glass, the one who wrote the overdraft 
in the first instance, ought to have to stand the loss, if any. 


There are certain facts favorable to the bank’s position. In the first 
place, Owen C. Glass did have an account at the bank, although there 
was no money in it at the time the check was cashed. There 
is nothing to indicate that Glass could not have made a deposit that 
would have been accepted by the bank at any time without making any 
further arrangements for opening an account. Next, Glass drew a 
check on the bank, in which he directed the bank to pay to McWater the 
$300. In paying McWater the $300 on the check, the bank made a 
mistake, but by drawing the check in the first place Glass had started 
the course of events that gave rise to the mistake. Likewise, there are 
circumstances from which a jury could find that if acting as an ordi- 
narily prudent person in the circumstances the bank would not have 
cashed the check. The check was dated Jauary 22, 1958. The bank 
cashed it on September 16, 1958. 


At the time the check was cashed it may not have been a negotiable 
instrument. Ark.Stat. § 68-153 provides: “Where an instrument pay- 
able on demand is negotiated an unreasonable length of time after its 
issue, the holder is not deemed a holder in due course.” In addition, 
the bank still had the stop order that had been issued in February, and 
although the bank was not absolutely bound by it, in view of the fact 
that more than 90 days had expired since it was issued (Ark.Stat. § 67- 
532), it was something that could be taken into consideration in deter- 
mining whether there was negligence on the part of the bank that pre- 
cluded recovery from the depositor. 


Over the specific objection of appellant, the court gave instruction 
No. 6, as follows: “If you find from a preponderance of the evidence 
that defendant, Owen C. Glass, gave a check for $300.00 payable to 
Lloyd McWater, drawn on the First National Bank, and that said check 
was presented to the First National Bank for payment; and if you 
further find that the First National Bank paid said check, by mistake, 
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and charged same to another account through error, and that Owen C. 
Glass received $300.00 benefit therefrom, or any benefit therefrom, then 
you are instructed that the First National Bank should recover from the 
defendant, Owen C. Glass.” Instruction No. 7 is to the same effect. 
According to those instructions, the jury was erroneously told that if 
Glass received any benefit, however small, by reason of the bank’s 
having cashed his check by mistake, then the jury would have to find 
for the bank. But, as heretofore pointed out, at the time the check was 
cashed it may not have been a negotiable instrument, and if the jury 
had found that it was not a negotiable instrument, but that Glass was 
nevertheless liable to the bank, he would be liable only for the amount 
he owed the payee, if anything (Ark.Stat. § 68-158). Glass contended 
that he actually owed the payee nothing; that under agreement with the 
payee the check was not to be presented for payment until the happen- 
ing of a subsequent event and that such an event never occurred. 
Reversed and remanded. 


BANK SUES ARMORED DELIVERY SERVICE 


It has been reported recently that a bank in Colorado has 
brought suit against an armored delivery service for recovery 
of $165,450 which was stolen after being taken from the bank 
by the armored service guards. Apparently as the guards 
reentered the bank after putting the money in the armored 
truck, robbers opened the truck with a key and took the money 
which had been left unguarded. 

The bank is proceeding on two theories; first, that the 
armored service was a bailee and as such was entrusted with 
the money which it failed to deliver in accordance with its 
bailee contract and, second, that the service was negligent in 
guarding the money and in permitting a stranger to have a key 
to the armored truck. The armored service takes the position 
that its liability is limited under its contract to $30,000 for each 
sealed shipment. The bank contends that each of the four 
stolen bags was a sealed shipment and that in any event the 
service cannot contract away its responsibility to use due care. 








FEDERAL BANKING LAWS 


By F. GLOYD AWALLT of the Washington, D. C. Bar 


Notes from Washington pertaining to federal banking legislation 
and the regulation of banks by supervisory agencies. 





Legislation 

The President has signed H. R. 10996 into law (P. L. 86- 
507). This act authorizes the use of certified mail for the trans- 
mission or service of matter required by certain Federal laws to 
be transmitted or served by registered mail. The act permits 
national banks to give notice to shareholders of conversion into 
and merger or consolidation with a state bank either by regis- 
tered or certified mail. 

On July 1 the President signed P. L. 86-567 (H. R. 12346), 
an act to amend section 14(b) of the Federal Reserve Act, as 
amended, to extend for two years the authority of the Federal 
Reserve banks to purchase United States obligations directly 
from the Treasury. This bill extends until June 30, 1962, the 
present authority of the Federal Reserve banks to purchase se- 
curities directly from the Treasury in amounts not to exceed $5 
billion outstanding at any one time. 

On June 30 the President signed into law H. R. 12381 (P. L. 
86-564), an act to increase for a one-year period the public debt 
limit set forth in section 21 of the Second Liberty Bond Act 
and to extend for one year the existing corporate normal-tax 
rate and certain excise-tax rates. The act provides that during 
the period beginning on July 1, 1960, and ending on June 30, 
1961, the public debt limit set forth in the first sentence of sec- 
tion 21 of the Second Liberty Bond Act, as amended, shall be 
temporarily increased by $8,000,000, and continue for one 
year, or until July 1, 1961, the present 52-percent corporate in- 
come tax rate and the present rates of excise tax on distilled 
spirits, beer, wine, cigarettes, passenger cars, automobile parts 
and accessories, general telephone service, and transportation 
of persons. It also provides for an investigation and report by 
the Joint Committee on Internal Revenue Taxation with respect 
to the treatment of entertainment and certain other expenses. 
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The Committee is to make a full and complete investigation and 
study of the operation and effects of the present law, regula- 
tions, and practices relating to the deduction (as ordinary and 
necessary business expenses) of expenses for entertainment, 
gifts, dues or initiation fees in social, athletic, or sporting clubs 
of organizations, and similar or related items. It is to report 
the results of its investigation as soon as practicable during the 
87th Congress, together with its recommendations for any 
changes in the law and administrative practices which in its 
judgment are necessary or appropriate. 

The House and Senate have passed and sent to the Presi- 
dent H. R. 12465. The proposed law provides for a simpler 
method of determining assessments under the Federal Deposit 
Insurance Act. It also takes two steps to simplify Federal De- 
posit Insurance procedures: First, it bases FDIC assessments on 
items in the reports of condition insured banks make to their 
supervisory authorities, rather than on special reports filed with 
FDIC; and, second, it simplifies computation of assessments by 
authorizing a single, uniform deduction by all banks, on ac- 
count of “float” and other deductions heretofore allowed, of 
16 2/3 percent of demand deposits and 1 percent of time de- 
posits. Because this change results in an increase in gross as- 
sessments for a number of banks, it also increases the rebate 
made to insured banks from net assessment income from the 
present 60 percent to 66 2/3 percent. It also simplifies the 
computation and reporting of assessments payable by insured 
banks to FDIC, and reduces the costs incurred by FDIC and 
the banks under the present law; reduces the paperwork and 
man-hours necessarily expended in making the present com- 
putation, and, at the same time, produces an assessment income 
to FDIC which bears a fair relation to the income produced 
under the present formula, without unreasonably increasing any 
bank’s assessment liability. 

The President has also signed S. 2611 (P. L. 86-502), an 
act to amend the Small Business Investment Act of 1958. This 
act amends the 1958 act in order to remove certain obstacles 
which have impeded the making of equity-type capital and 
long-term credit more readily available for small business con- 
cerns through encouraging the establishment of privately own- 
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ed small business investment companies. It opens up new 
methods by which a Small Business Investment Company may 
furnish equity capital to small businesses, other than by the pur- 
chasing of convertible debentures. It allows them to furnish | 
capital in other forms to be authorized by regulation of the 
Small Business Administration, such as by directly buying stock 
in small business concerns, or by buying debentures with 
severable or detachable stock rights. It also repeals the re- 
quirement that a small business concern must purchase stock 
in any Small Business Investment Company from which it 
gets equity capital. Instead it grants the small business con- 
cern an option, exercisable in whole or in part, to buy stock in 
the Small Business Investment Company equal to 5 percent of 
the capital supplied. It also authorizes a bank that is a sub- 
sidiary of a holding company to invest up to 1 percent of its 
capital and surplus in any Small Business Investment Company; 
extends the act to possessions of the United States, such as Guam; 
and exempts Small Business Investment Companies in the 
District of Columbia from the District of Columbia small loan 
law. 


Comptroller of the Currency 


The Comptroller of the Currency has issued a revised Di- 
gest of Opinions. Many of the changes are technical, but some 
of the more important ones are as follows: 

National banks may make bigger loans on obligations se- 
cured by consumer installment paper, or by dairy cattle, or in- 
sured by the Secretary of Agriculture; mortgages subject to a 
firm take-out commitment are not subject to the Federal Reserve 
Act's limitations on real estate loans by national banks, if the 
bank is relying on the take-out commitment instead of the real 
estate as the primary security for the loan; national bank loans 
for working capital are exempt from the Federal Reserve Act's 
limitation on real estate loans, even if they are secured by a 
mortgage on real estate; a national bank cannot lend trust funds 
to an officer, director or employee; national banks may buy 
stock in small business investment companies up to 1% of its 
capital and surplus; under specified conditions, national banks 
may enter into agreements with retail merchants or others for 
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the sale of register checks; requires the approval of the Comp- 
troller of the Currency for dividends by national banks if the 
total of all dividends declared by such association in any calendar 
year shall exceed the total of its net profits of that year com- 
bined with its retained net profits of the preceding two years, 
less any required transfers to surplus or a fund for the retirement 
of any preferred stock; in connection with the sale of securities 
for its customers, a national bank may guarantee the signature 
of an endorser; national banks may not invest in bank premises 
more than the amount of their capital stock, and the rewritten 
Opinion lists the things that are considered part of the invest- 
ment in the premises, which includes among other things lease- 
hold improvements, real estate acquired for future expansion, 
and stock of a corporation that holds the bank premises; prefer- 
ence in using bank parking facilities can be given to tenants of 
the bank building, as well as to bank customers; also, if a bank 
joins merchants and others in contributing toward a parking 
lot that is, in effect, a municipal one, the bank’s expense is a 
business expense instead of an investment and the amount in- 
volved should be charged off at once; and banks which have 
pension plans should notify their shareholders that a copy of 
the plan is on file at the bank and may be discussed with an 
officer during banking hours, and copies of the plan should be 
available for examination and discussion at the shareholders’ 
meeting. 


Federal Reserve System 


The Board was asked to express an opinion whether Regula- 
tion R would prohibit an officer, director, or employee of a mem- 
ber bank from serving at the same time as an officer, director, 
or employee of a licensee corporation under the Small Business 
Investment Act of 1958, it being understood that the licensee 
would be authorized to engage only in the activities set forth 
in the statute. The Board expressed its opinion that a corpora- 
tion engaged exclusively in the enumerated activities would 
not be “primarily engaged in the issue, flotation, underwriting, 
public sale, or distribution at wholesale or retail, or through 
syndicate participation, of stocks, bonds, or other similar securi- 
ties,” so that the prohibition of Regulation R would not apply 
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to serving as an officer, director, or employee of either a small 
business investment company organized under the Small Busi- 
ness Investment Act of 1958, or an investment company charter- 
ed under the laws of a state solely for the purpose of operating 
under the Small Business Investment Act of 1958. 


The Board has amended Regulation Y to provide for the 
publishing in the FEDERAL REGISTER of notices of applica- 
tions for permission to form a bank holding company, or for 
existing bank holding companies to take steps that require its 
approval, in order to give interested parties notice of the appli- 
cation and a chance to comment. The amedment becomes 


effective July 1. 


CHARTER DENIED TO BANK PROPOSING 
TO SERVE SINGLE INDUSTRY 


The New Jersey Commissioner of Banking and Insurance 
has denied a charter to a proposed bank which was being 
organized principally to serve a single industry. The bank 
was to have been established in Fairview, Bergen County 
where a large segment of the embroidery industry is located. 
The organizers of the bank claimed that the local banks were 
somewhat indifferent to the problems of that industry and that 
a new bank with directors who understood the embroidery 
business was needed. 

The Commissioner's denial was based upon his finding that 
existing banks were adequate to serve the community which, 
according to various cited reports, was not likely to increase 
in size in the near future. Further, the Commissioner indicated 
there were certain dangers inherent in a banking business de- 
signed to serve a single industry. 
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BANKING BRIEFS 


Digest of current decisions and reports 
in the field of commercial banking 





No Right of Prepayment Conferred by Bond and Mortgage 


Bloomfield Savings Bank v. Howard S. Stainton & Co., Superior Court of 
New Jersey, Appellate Division, 159 A. 2d 443 

Where bond secured by mortgage provided that principal sum to- 
gether with interest at the rate of 6% per annum was to be paid in 
monthly installments except that “final payment of principal and in- 
terest if not sooner paid shall be due and payable on the first day of 
April, 1969. . . ”, mortgagor had no right of prepayment and mortgagee’s 
offer to accept prepayment upon payment of an additional charge was 
not usurious. For similar decisions see B.L.J. Digest (Fifth Edition) 
§ 887. 


Drawee Not Liable for Paying Check Bearing Forged Indorsement 
Where Proceeds Reached Payee 


Coplin v. Maryland Trust Company, Court of Appeals of Maryland, 159 A. 2d 356 


Although check payable to the order of “Donald Flax, Trustee” was 
indorsed, “For deposit to the Account of Donald Flax” by someone other 
than Donald Flax and without his authority, drawee bank was not 
liable to depositor for paying check because the proceeds were received 
by the named payee. For similar decisions see B.L.J. Digest (Fifth 
Edition) § 560. 


North Carolina Automobile Purchaser Acquires Title Free 
and Clear of New York Conditional Sale Contract 


Franklin National Bank v. Ramsey, Supreme Court of North Carolina, 113 S.E. 2d 723 


Where New York automobile dealer sold automobile on conditional 
sale contract to New York resident who drove vehicle to North Carolina 
and sold it there before contract was filed in New York, North Carolina 
purchaser acquired title free and clear of the then unfiled New York 
conditional sale contract even though contract was filed within the 
ten-day period provided in the New York statute. For similar decisions 
see B.L.J. Digest (Fifth Edition) § 821.1. 
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Bank’s Recorded Chattel Mortgage Inferior to Mortgage of Vendor 
Bank of Denver v. Legler, Supreme Court of Colorado, 350 P. 2d 1059 


Where buyers of gasoline station gave chattel mortgage on certain 
equipment to bank before they had acquired title from seller, seller's 
purchase money chattel mortgage was superior to bank’s mortgage. It 
was immaterial that bank’s mortgage was recorded immediately and 
seller's mortgage was not recorded for a year because buyers did not 
acquire title free from the seller’s lien. For similar decisions see B..L.]J. 
Digest (Fifth Edition) § 878. 





Trust Receipt Inoperative where Documents of Title Not Exhibited 


Crestline Mobile Homes Manufacturing Co. v. Pacific Finance Corp., District 
Court of Appeal, Second District, California, 3 Cal. Rptr. 869 
Where manufacturer’s invoice stated that manufacturer retained title 
to trailer until purchase price had been paid and retailer exhibited in- 
voice to finance company and stated that he had sent check paying pur- 
chase price in full but did not exhibit any documents of title, trust re- 
ceipt taken by finance company covering trailer as security for loan was 
inoperative and created no security interest in finance company. For 


similar decisions see B.L.J. Digest (Fifth Edition) § 1562. 


Denial of License to Conduct Small Loan Business Affirmed 
Board of Bank Control v. Thomason, Supreme Court of South Carolina, 113 S.E. 2d 544 


Denial by State Board of Bank Control of application for license to 
conduct small loan business in Spartanburg on ground that there were 
sufficient small loan companies in city affirmed by Supreme Court of 
South Carolina where city was served by three banks, ten unlicensed 
large finance companies and twenty-nine small loan companies and where 
each licensee was serving 1269 persons based upon 1950 census. For 
similar decisions see B.L.J. Digest (Fifth Edition) § 119. 


BANKING LEGISLATIVE 
TRENDS IN THE STATES 





New legislative and regulatory developments affecting small loan 
and finance companies, credit insurance, banking and related fields, as 
reported from state capitals and municipalities throughout the nation, 
include the following: 


CALIFORNIA: A campaign to enlighten California consumers as 
to their new legal rights and safeguards in buying on the installment plan 
was launched by State Consumer Counsel Helen Nelson. 

The new program was announced following a report by Mrs. Nelson 
to Governor Brown on conferences on credit she held in Los Angeles, San 
Francisco, Fresno, E] Centro, San Diego and Salinas. 

“Governor Brown asked me,” Mrs. Nelson said, “to move immediately 
to fill some of the gaps in public understanding revealed in the confer- 
ences. 

Mrs. Nelson urged concerted efforts by all state and local agencies 
for enforcement of a new law which went into effect in January to es- 
tablish credit buying safeguards. The act, which was sponsored by 
Assemblyman Jesse Unruh of Los Angeles County, spells out in detail 
the rights and obligations of both credit buyers and sellers. 

Mrs. Nelson said the consumer frauds division of the state attorney 
general's office was preparing an outline of 18 printed pages of the act 
in simplified language. The act’s provisions include ceilings for in- 
terest and service charges, statements about amounts of down pay- 
ments, total cash prices and other conditions. 

“This wider public knowledge,” Mrs. Nelson said, “will be a major 
factor in eliminating abuses. Much progress will be made if it is com- 
bined with close cooperation of law enforcement agencies.” 


DELAWARE: A bill to control installment sales was passed by the 
Delaware House and sent to the State Senate. 

Drafted by a committee composed of representatives of retailers, 
bankers, legislators, organized labor and the legal aid society, the measure 
is modeled after a California statute. 

Sponsored by Rep. Joseph S. Latina of Wilmington, the bill would 
set limits on the amount of interest that may be charged and on service 
charges that may be added in connection with installment sales con- 
tracts and revolving charge accounts. It would not apply to automobile 
financing, which is the subject of another bill pending in the Delaware 
legislature. 

The measure approved by the Delaware House would outlaw “small 
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print” in installment contracts by requiring that certain notices to the 
buyer must be printed in type of specified sizes. It would also specify 
other requirements as to the form and content of the contract. 

One provision of the bill would provide that if an installment ac- 
count is paid off in full before its full term, the consumer would pay 
interest only for the time that credit was used. 


HAWAII: Governor Quinn signed into Hawaii law a bill authoriz- 
ing state banks to branch out of the state. 

The measure, which was listed as Senate Bill No. 237, permits locally- 
chartered banks to branch out into the Pacific Trust Territory where 
many federal construction projects are under way. 

In approving the bill, the governor said “our economy can benefit by 
the banks acting as depositories for the vast expenditures made by the 
federal government for civilian and military purposes throughout the 
Pacific area. 

“Not only will this provide additional much-needed mortgage money 
for our local economy, but it will provide another means whereby we 
can carry out our proud mission as the hub of the Pacific.” 


KENTUCKY: A regulation to impose a ceiling on credit life in- 
surance premium rates in Kentucky was rescinded by State Insurance 


Commissioner William T. Hockensmith just prior to its scheduled May 
15 effective date. 

The commissioner's action was taken after he was advised by the 
state attorney general’s office that he lacked statutory authority to put 
the regulation into effect. The opinion was forwarded to Hockensmith 
by Assistant State Attorney General H. N. McTyeire. 

Hockensmith said the opinion and his resultant action “in no way 
diminish my feeling that rates for individual credit life insurance poli- 
cies should be regulated to avoid excessive costs to the purchasers.” 

He said his department would continue to check on credit insur- 
ance operations with a view toward asking the Kentucky legislature for 
legal authority to control the rates. 

The regulation originally was proposed by former State Insurance 
Commissioner Cad P. Thurman and subsequently endorsed with a few 
changes by his successor, Hockensmith. 

The regulation would have required that premium rates for such 
policies, in effect, be set at levels calculated to keep the loss ratio to at 
least 50 per cent of premium income. 

Thurman said the writing of credit insurance had grown 4,000 per 
cent since 1945 and rates charged by some firms in his opinion were 
excessive. 

Hockensmith said the department has little complaint against under- 
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writers of group credit insurance, but some individual firms were 
charging rates his staff regards as excessive. 

The attorney general's opinion said the regulation could be interpre- 
ted as an attempt to indirectly regulate life insurance rates. “We can 
find,” it said, “no statute which specifically authorizes the commissioner 
of insurance to regulate the amount of premiums charged by life in- 
surance companies.” 


NEW HAMPSHIRE: A proposal for the enactment of New Hamp- 
shire legislation to raise the small loan ceiling from $300 to $1,200 or 
$1,500 was made by Rep. Stuart Hancock of Concord at a hearing con- 
ducted by the State Legislative Bank Study Committee. 

He was supported by Rep. Sarkis Maloomian of Somersworth who, 
together with other witnesses, asserted that some finance firms now are 
charging exorbitant interest rates for loans over $300. 

Robert Miller of Boston, an official of Beneficial Finance Corp., told 
the committee that a-special group of finance firms is preparing an ex- 
haustive statistical report for the committee and that it would be ready 
by June 15. 

Miller, after listening to testimony at the hearing suggested that 
automobile and othcr conditional sales financing should be studied 
separately from regular small loan financing. “I think this is a special 
field,” he told the committee, “and if you are going to study it you should 
have two different studies.” 


NEW JERSEY: Scheduled for expected passage June 6 in the New 
Jersey Assembly is a State Senate-approved bill which will set maximum 
charges of $7 per $100 per year on new car time sales, $10 on cars up to 
two years old, and $13 on cars two years or older, and $10 per $100 per 
year on general merchandise. 

Previously given final New Jersey legislative approval and sent to 
the governor for signature was a bill setting maximum charges of $7 per 
$100 per year on home improvement installment contracts. 


PENNSYLVANIA: An opinion by Pennsylvania Attorney General 
Anne X. Alpern held that a Delaware life insurance company which re- 
insures credit life insurance contracts made in Pennsylvania is subject 
to the regulations of the State Insurance Department and to the tax laws 
of Pennsylvania. 

The ruling had been requested by State Insurance Commissioner 
Francis R. Smith. It held that a Delaware company writing such re- 
insurance exclusively is “engaged in such activity as to require its 
being licensed by the Insurance Department of the Commonwealth of 
Pennsylvania and subject to the taxing provisions governing insurance 
companies.” 
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The attorney general said “although the assuming (Delaware) com- 
pany need not be authorized to do business within the commonweath, the 
insurance commissioner would be better able to ascertain the solvency 
and other requirements fixed by the laws of this commonwealth for com- 
panies if the companies were actually subject to regulation by the insur- 
ance commissioner. 

“Particularly is this true when, as in this case, most of the insured 
primarily involved are Pennsylvania citizens.” 


FACTORS NOT SUBJECT TO FEDERAL RESERVE 
MARGIN RULE IN STOCK TRANSACTION 


There has been much comment lately about the use of 
factors and other unregulated lenders whose services are utilized 
by unscrupulous persons to purchase securities without using 
any of their own funds. Briefly, it has been worked like this. 
A brokerage customer places an order with a broker and indi- 
cates he will pay cash for the securities. In two days he orders 
the broker to sell the securities, usually those of a fast moving 
electronic or similar company. If there is a profit in the trans- 
action the purchaser takes the buy and the sell confirmation 
slips to a factor who is perfectly willing to lend money for one 
day, taking the certificates which are delivered to the factor’s 
account with a bank as security. If there is no profit in the 
transaction the purchaser simply ignores the entire transaction 
and the broker is forced to sell at a loss and look to the purchaser 
for reimbursement, which under the circumstances, is not likely 
to be forthcoming. 

Under Regulation U, the Federal Reserve rule regulating the 
extension of credit for the purpose of buying securities on 
margin, a bank can lend only 10% of the purchase price of 
securities, the purchaser, of course, having to put up 90%. It 
is understood the Federal Reserve Board has recently called 
for information concerning the practices outlined above, perhaps 
with it in mind to bring about closer control over loans from 
non-banks which permit the purchase of securities without any 
cash payment. 
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TRUST AND ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 





New York Estate Tax Law Amended 


Recent legislation in New York provides that, for estates as to which 
the amount of New York estate tax has not been determined by order 
prior to June 1, 1960, a deduction shall be allowed in computing the 
taxable estate for administration expenses, claims for medical care, and 
casualty and theft losses, only if it is shown that the same have not been 
and will not be claimed as deductions for purposes of determining the 
federal or New York taxable income of the decedent or his estate for 
a taxable year ending on or after December 31, 1960. 


Bequest to Religious Order Not Exempt 


C. C. Deubel, Jr., et al., Executors v. J. A. Kervick, Director, Superior Court of 
New Jersey, Appellate Division, February 29, 1960 

Decedent bequeathed an amount in trust, to pay the income there- 
from “for the education of . . . young men studying or desiring to study” 
for the priesthood of a named religious order. The persons receiving 
amounts were to be selected by the order, which would receive the prin- 
cipal of the fund after the termination of the trust. Under New Jersey 
law, bequests to educational institutions are exempt from inheritance 
tax, but bequests to religious institutions are not. Held: The bequest 
is fully taxable. It is the character of the institution, not the use for 
which the funds are devoted, which determines the incidence of the tax. 


Georgia Estate Tax Procedure Clarified 
Letter of the Georgia Attorney General, March 10, 1960 


Georgia imposes an estate tax equal to the credit allowable under 
the Internal Revenue Code for state estate taxes paid. The procedure 
prescribed is that the legal representatives of the estate shall file a 
duplicate copy of the Federal estate tax return with the State Revenue 
Commissioner. The Commissioner will then compute and bill for the 
Georgia estate tax. 
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Computation of Credit for Previously Taxed Property Clarified 
Revenue Ruling 60-161, 1.R.B. 1960-17, p. 10 


The Internal Revenue Service has recently advised with respect to 
the computation of the limitation on the credit allowed for 
property previously subject to Federal estate tax. Held: No propor- 
tionate adjustment to deductions otherwise allowable, except that pro- 
vided for in cases involving a charitable deduction, is to be made in 
computing the tax on the gross estate reduced by the value of the pro- 
perty previously taxed. Further, in cases where a marital deduction is 
allowable, the maximum deduction for the purpose of computing the 
limitation is 50 percent of the reduced adjusted gross estate. 


Not All Indebtedness Under Divorce Decree is Deductible 
From Gross Estate 


Revenue Ruling 60-160, I.R.B. 1960-17, p. 12 


The Internal Revenue Service has recently advised with respect to 
the deductibility for Federal estate tax purposes of indebtedness aris- 
ing from a divorce decree. Held: “In a case in which the divorce 
court has power to decree a settlement of all property rights or to vary 
the terms of a prior settlement agreement, and does approve the 
agreement, any indebtedness arising out of such settlement is not con- 
sidered to be founded upon a promise or agreement but rather, it is con- 
sidered to be founded upon such court decree and is, therefore, an al- 
lowable deduction from the gross estate in the amount of such indebted- 
ness. If the court does not have the power to disregard the provisions 
of a previously existing property settlement agreement, a deduction is 
allowable only to the extent that the transfer does not exceed the reason- 
able value of the support rights of the wife.” 


New Estate Tax Legislation in New York 


Recent laws enacted in New York provide, among other matters, that 
insurance trusts will receive favorable estate tax treatment, and that 
certain estate expenses may not be deducted on the estate tax return 
if deducted on either the Federal or New York income tax return of 
the estate. For estate tax purposes the transfer of life insurance proceeds 
to the trustee will be treated as if the proceeds were payable to the 
beneficiaries named in the trust. 





TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 









“Profits” Does Not Include Stock Dividends 


Estate of Sheridan, New York Surrogate's Court New York County, 
143 NYLJ 14, January 27, 1960 

The testator created a trust and directed the trustee to pay the “in- 
come, rents, issues and profits” to the income beneficiary. The trust re- 
ceived various stock dividends, and the income beneficiaries contended 
that the dividends should have been credited to trust income. The ap- 
plicable statute provided that dividends payable in the stock of the cor- 
poration declaring such dividend, with respect to stock composing the 
principal of a trust, shall be principal and not income of such trust. 
The beneficiaries contended that the use of the word “profits” indicated 
that the testator intended that the statutory provision should not be ap- 
plicable. Held: The use of the word “profits” does not add anything to 
the gift of income, and the stock dividends should be credited to trust 
principal in accordance with the terms of the statute. 


Infants’ Shares in Estate Not Reduced by Claim For Welfare Payments 
In Re Falletta, New York Surrogate's Court, Kings County, 143 NYLJ 15, June 22, 1960 


The decedent was survived by seven adult children and four infant 
grandchildren, the issue of a predeceased son. The Welfare Department 
filed a claim against the decedent's estate for assistance furnished to the 
grandchildren between the time of the death of their father and that of 
the decedent. None of the parties involved questioned the right of the 
Welfare Department to recover the payments. However, the administra- 
tor of the estate contended that the amount of the claim should be de- 
ducted from the infants’ intestate shares, whereas the guardian con- 
tended that that amount should be deducted from the estate generally. 
The statute provided that “no right of action shall accrue against an 
infant by reason of the assistance or care granted to him unless at the 
time it was granted the infant was possessed of money and property in 
excess of his reasonable requirements.” None of the infants was pos- 
sessed of any money or property at the time the public assistance was 
granted to him. Held: The claim of the Welfare Department should 
be paid from the general estate and the grandchildren are entitled to 
their intestate share after the payment of the claim. 
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Establishment of Joint Account Not Effective as Testamentary Gift 


Sullivan v. Chase Federal Savings and Loan Association, Florida District 
Court of Appeals, Third District, March 10, 1960 

Decedent changed her individual savings account to a joint account 
with right of survivorship in her name and that of a friend. Subsequent- 
ly decedent married, and her husband became the administrator of her 
estate. In defense to an action by the administrator to be determined the 
owner of the savings account, the survivor pleaded that the account had 
been created with the intent to make a gift “upon the decedent's death”. 
Held: The survivor was not the owner of the funds. Establishing the 
joint bank account was “an ineffectual attempt to do that which could 
only be accomplished by last will and testament.” 


Adopted Child May be “Lawful Issue’’ 


Estate of Ward, New York Supreme Court, Appellate Division, 
Second Department, 143 NYLJ 14, January 5, 1960 


The will of the testatrix provided for a trust, from which part of the 
income was to be paid to her son, and part of the remainder was to be 
paid to his “lawful issue” surviving him. After the death of the testa- 
trix, the son married, and subsequently, he and his wife adopted a 
child. Held: The adopted child is entitled to take her share of the 
remainder. ‘The statutory bar to treating foster children as such to de- 
feat rights of remaindermen is not effective where, as here, the intent 
of the testatrix to benefit adopted children equally can be clearly dis- 
cerned. 





Relatives of Equal Degree of Kindred Share Equally 
In re McKeon, New York Surrogate's Court, King County, 143 NYLJ 15, February 25, 1960 


The decedent’s will bequeathed her entire estate to her brother. 
Since the brother predeceased the testatrix without issue, the latter 
died in effect intestate. Her distributees surviving were a niece, the 
only child of another predeceased brother, and the issue of a prede- 
ceased sister, including nephew and nieces, and the issue of a prede- 
ceased niece. Held: The estate is distributable equally among the 
nieces and nephews of the testatrix, the share of the predeceased niece 
to be taken collectively by her issue. Where all of the class of brothers 
and sisters had predeceased the testatrix, the class of nieces and nephews 
is the “root stock” from which per stirpes distribution is determined. 
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Appointment of Wife as Executrix Survives Divorce 
Tankersley v. Tankersley, Alabama Supreme Court, March 10, 1960 


Decedent's will made bequests to his then wife and appointed her 
as executrix. Subsequent to its execution, the parties were divorced. 
Held: On objection to probate of the will, the bequests to the wife 
failed, since by statute bequests to a subsequently divorced wife were 
revoked. However, the remainder of the will was valid, including the 
provision naming the wife as executrix. 


Obligation of Support Did Not Survive Death 
Scudder v. Scudder, Washington Supreme Court, 155 Wash. Dec. 457 (1960) 


A divorce decree approved a property settlement agreement under 
which decedent was to make monthly payments for the support of 
minors. After his death, a claim was submitted against his estate for 
payments subsequent to death. Held: In the absence of a specific 
provision imposing liability on his estate, a decree does not impose a 
support obligation in excess of that required by common law, and the 
duty therefore terminated on the death of the decedent. 





Fiduciary Relationship Shifts Burden of Proof to Proponent of Will 
Kelley v. Brading, Tennessee Court of Appeals, March 15, 1960 


Decedent’s will was prepared by her longtime friend and business 
advisor, and was executed when she had almost completely lost her 
sight. Over objection of a nephew, the will, which named the friend 
as executrix and principal beneficiary, was admitted to probate. Held: 
The relationship of the friend to the decedent was a fiduciary one, and 
a new trial was ordered to require the proponent to prove that there 
had been no undue influence. 





Second of Two Contradictory Will Clauses is Effective 
Estate of Janet T. Sheps, Surrogate's Court, New York County, N.Y.L.J., March 4, 1960, p. 15 


Decedent’s will, in separate paragraphs, made different and irrecon- 
cilable provisions for the distribution of the remainder of a trust. Held: 
The provision which later occurred in the will prevailed. Where no 
other indications of intention appear in the will, the fact that a provision 
is made after a contradictory provision must be deemed to show a 
subsequent intention. 





INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 


Appraisals, Mortgages, and Home 
Construction 


“What you bless with a high 
appraisal and a big mortgage gets 
built. What you damn with a low 
appraisal does not get built.” These 
provocative statements were di- 
rected at an audience of bankers 
participating in a recent regional 
mortgage workshop sponsored by 
the ABA. The speaker was Perry 
I. Prentice, Editor and Publisher 
of House & Home, who observed 
that bankers were just about the 
most powerful factors in America’s 
biggest industry—home building. 

Builders are constrained to show 
more respect for the preferences 


of appraisers and lenders than what 


the home buyers will like. This 
is because the builder must sell 
the house to the lender and his 
appraiser before it can be offered 
to the public. Proving out this 
fact, Mr. Prentice cites the coast- 
to-coast installation of sliding glass 
doors. Such installations, he points 
out, were stimulated by the experi- 
ence that appraisers increased their 
valuations by much more than their 
actual cost. Proving out this state- 
ment another way, the House & 
Home editor describes events in 
the Los Angeles area between 1946 
and 1954, where almost every 
house built had a too-small hot 
water heater which needed re- 
placement almost immediately after 
the expiration of the one-year war- 
ranty. These heaters were in- 
stalled because builders learned 
that appraisers made the same val- 
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uation for a house with either a 
$40 no-good heater, or a $120 
heater which carried a ten-year 
warranty. 


Another specific illustration in- 
volved a house that was designed 
last year—not for low maintenance 
and better living, but for higher 
appraisal and greater profit. The 
builder prepared a list of items 
which would probably add more 
than their cost to the appraiser’s 
valuation, as well as another tabu- 
lation of items that would probably 
add less than their cost to the ap- 
praiser’s valuation. A high profit 
was insured by incorporating into 
the house all items which the ap- 
praisers were disposed to overap- 
praise and omitting those items 
where there was a tendency to 
underappraise. Though this was 
probably the most profitable house 
built last year, it was, nevertheless, 
a pretty poor one. 


Mr. Prentice takes issue with 
one of the most basic doctrines in 
the appraiser's credo—the thesis 
that the market makes the price 
and the banker merely appraises 
it. Characterizing this as an “ob- 
solete shibholeth,” which may have 
been true in times past, he de- 
clares that it has little application 
in this age of high-percentage mort- 
gages on built-for-sale houses. The 
contemporary appraiser, he asserts, 
does far more than appraise the 
price; to a very large extent, he 
establishes the price. 


The rationale of this conclusion 
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is as follows. The mortgage lender 
relies on the appraisal to fix the 
size of the loan; and in view of 
prevailing small down payments, 
the size of the loan almost always 
fixes the price of the house. The 
home buyer likewise relies on and 
trusts the appraisal, since the ap- 
praiser comes closer than anyone 
else to representing the consumer 
in the complicated business of 
building, financing and selling a 
house. The significance of a bank 
appraisal can best be appreciated 
in a circumstance where a builder 
tries to get $1,000 over the amount 
of the appraisal—the buyer always 
balks! 


The House & Home editor takes 
issue with appraisers in some other 
respects. Appraisers are frequently 
heard to remark that the right 
answer is what is important and 


that it doesn’t make much differ- 
ence how you get that right answer. 
An overappraisal of the land and 
an underappraisal of the house do 
not occasion concern as long as 
the errors cancel out. 


Mr. Prentice deplores this type 
of thinking. Every time you over- 
appraise the land, he declares, you 
encourage the builder not to worry 
about paying too much for his land 
the next time; this tends to aggra- 
vate the home building industry's 
No. 1 problem—land price inflation. 
An underappraisal of what the 
builder constructs on the land also 
has an unfortunate effect; the next 
time the builder constructs, he is 
encouraged to leave out the quality 
which the appraiser failed to re- 
cognize. So—even though the two 
errors may cancel out—such badly 
reasoned but arithmetically correct 
overall appraisals result in en- 
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couraging higher prices for poorer 
omes. 

What about the appraiser’s con- 
tention that his responsibility ends 
with ascertaining the price at which 
a willing buyer and a willing seller 
could probably agree in today’s 
market? This position also irritates 
Mr. Prentice, who voices his doubts 
that the housing industry can live 
with this kind of thinking. Much 
more is expected of the appraiser. 
This is because the lender is tying 
up his money for 20 or 30 years on 
the basis of the appraisal; as far 
as the home buyer is concerned, 
this is the biggest purchase of his 
life. Both buyer and lender want 
a sound judgment from the ap- 
praiser—and not just what a willing 
buyer might be foolish enough to 
pay today or what a willing seller 
might be foolish enough to take. 
Both expect the appraisals to re- 
flect long term value—what a wise 
buyer would pay and what a wise 
seller would accept. According 
to Mr. Prentice, determination of 
long term value is the particular 
responsibility of the appraiser. 


One of the biggest problems in 
the home building industry today 
is soaring land prices. Builders 
find it increasingly difficult to make 
any profit after the land speculator 
has taken out his profit first. It has 
been pointed out that, in some in- 
stances, the land speculator gets 
almost as much for his land as all 
the manufacturers get for all the 
products used to build the house. 
There is also sound basis for the 
opinion that today’s suburban land 
prices are predicated on artificial 
scarcity; in the words of Professor 
Gaffney of the University of Mis- 
souri, these prices are “maintained 
by holding off the market vastly 
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underestimated quantities of land 
in anticipation of vastly overesti- 
mated future demands.” 

Today’s land prices, Mr. Prentice 
holds, are based on a shortage that 
does not exist. More land is being 
made accessible by new roads and 
faster transportation and this is 
occurring faster than new families 
are forming to use this land. As 
a matter of fact, even in nearby 
areas, more land is available than 
can be built on in this generation. 
There would be less worry about 
sufficient land for a population of 
200 million people if the following 
fact were permitted to sink in. “It 
would take only 32 circles with a 
radius of 22 miles to house a popu- 
lation of 200 million with no more 
population density than the model 
village of Winnetka, Ill.” 


Selecting Investment 
Securities 


Company 


How does an investor or an ad- 
visor go abcut selecting an appro- 
priate investment company secur- 
ity? After all, there is no single 
ideal investment company—one 
that achieves maximum capital 
growth when security prices are 
rising; that protects capital against 
loss when prices are declining; that 
provides a high income at all times. 

As the 20th anniversary edition of 
Investment Companies points out, 
there isn’t any such animal. Pub- 
lished annually by Arthur Wiesen- 
berger & Co., members of the New 
York Stock Exchange, this recog- 
nized encyclopedia of the invest- 
ment industry reminds us again 
that it is the investor who has to 
make a choice and who must de- 
cide which one of several objec- 
tives is most important to him. 

Step-by-step, the Wiesenberger 
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manual pinpoints the procedure to 
be followed by the investor. 


1. The investor must decide 
what he needs and wants. 

2. He must then attempt to de- 
termine which investment 
companies—because of basic 
policy or type of security 
available—can meet _ these 
needs. 

. He must then evaluate the 
relative management abilities 
of their selected companies, 


as demonstrated by past re- 
sults. 


In crystallizing his preferences, 
the average investor must choose 
between current vs. future income, 
capital growth vs. relative capital 
stability, or some combination of 
these goals. He is then in a posi- 
tion to intelligently correlate these 
objectives to securities of the 275- 
odd active investment companies. 

The problem of selection of com- 
panies is greatly simplified by the 
Wiesenberger compendium which, 
for many years, has compiled a 
most impressive array of statistics 
and explanatory descriptive mate- 
rial on company performance. 
Wherever possible, the goals which 
managements are seeking are de- 
scribed. In this connection, past 
records of dividends paid and price 
fluctuations tell us how close any 
company has come to measuring 
up to its stated objective. 

Suppose long-term capital growth 
has been the prime objective of a 
specific fund. The investor can 
test the success of the management 
by comparing the current price 
with that of ten years ago. 

Where current income is the in- 
vestor’s objective, one of his first 
tests is the yield based on current 
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price; if satisfactory, he must probe 
further to see whether the latest 
full year dividends were paid solely 
from investment income. Not 
only should the trend of dividends 
over a period of years be reviewed, 
but consideration should also be 
given to the long-term record of 
asset values—to make sure that a 
high rate of return has not been 
obtained by impairing capital val- 
ues. 

To test for stability of capital, 
where this is the objective, rela- 
tive performance during past peri- 
ods of declining prices affords a 
valuable clue. Relative resistance 
to asset erosion in declining mark- 
ets is a good indication of qualifi- 
cation. 

Investment companies’ assets 
presently total in excess of $17.5 
billion. However, according to 
Arthur Wiesenberger, mutual funds 
could easily be a $100 billion in- 
dustry by 1980. This would re- 


quire a continuing compounded 
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annual growth rate of 10 per cent, 
as compared with a rate of 21 per 
cent during the past five years. 

Among a wide range of other 
pertinent industry statistics and 
interesting industry information, 
mention is made of the rapidly ris- 
ing use of common trust funds. 
There were 365 common trust 
funds in operation at the end of 
last year, as compared with a total 
of only 39 at end of 1946. In effect, 
a common trust fund represents an 
investment company operated by 
the individual trust institution, 
through pooling of smaller trust 
accounts. 


Odds and Ends 


“The Investment Outlook - 1960” 
is available from the Bankers Trust 
Co. of New York City. Projecting 
sources and uses of funds in con- 
siderable detail, it is authored by 
Dr. Roy L. Reierson, vice president 
and chief economist. 


BOOKS FOR BANKERS 


CORPORATION LAW AND 
PRACTICE. By George D. 
Hornstein. West Publishing Co., 
St. Paul, Minn. Two volumes. Pp. 
1,381. $40.00. Over two thous- 
and years ago, Euclid told Ptol- 
emy I, King of Egypt: “There is 
no royal road to geometry.” 
Similarly non-existant is any 
privileged highway to a knowl- 
edge of corporation law. How- 
ever, this much may be said. 
Professor Hornstein has made 


the path of learning most invit- 
ing. 

Aside from its scholarly attain- 
ments, which are most impres- 
sive, this comprehensive treatise 
on corporations underscores the 
practical handling of situations 
confronting the attorney, and 
gives guidance on how to do the 
job. It is replete with check lists 
and forms, the latter covering 
both routine and ligitation cate- 
gories. Special attention is de- 
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voted to current problems of the 
day, such as those affecting the 
“close corporation;” five chapters 
insure extensive treatment of re- 
lated tax matters. 


Professor Hornstein undertook 
to formulate an intelligible pat- 
tern of prevailing corporation 
law, and he has accomplished 
this most expertly. His writing 
is clear and fluid. He crystallizes 
the current pattern of case law 
and cites illustrative precedents. 
Minority or contra holdings ap- 
pear where conflict seems funda- 
mental, but not otherwise; in the 
author's opinion, the recitation 
of exceptions merely for pur- 
poses of record tends to impede 
rather than assist the general 
practitioner. 


Indexing is excellent and facil- 
itates the work of inquiring coun- 
sel. Besides the usual index, a 
table of cases and a table of 
statutes are referenced to speci- 
fic sections of the text. 


MONEY IN A THEORY OF FI- 


NANCE. By John G. Gurley and 
Edward S. Shaw. Brookings In- 
stitute, Washington, D.C. 1960. 
Pp. 371 Incl. Math. Appendix. 
$5.00. Messers. Gurley and Shaw, 
economists, present in this tech- 
nical volume a theory of finance 
that encompasses the theories of 
money and of financial institu- 
tions including banks. The book 
takes the position that econo- 
mists have traditionally been pre- 
occupied with real markets and 
have ignored supply and demand 
conditions on financial markets 
except in dealing with money, 


government debt, and the foreign 
exchanges. The authors of this 
work believe, however, that the 
entire array of financial markets 
and financial institutions affects 
real markets, and they have de- 
vised a theoretical explanation of 
how debt, financial assets, finan- 
cial institutions and financial 
policies are shaped by general 
levels of prices and output. The 
text is followed by a detailed 
mathematical index prepared by 
Alain C. Enthoven. 


THE CORPORATION IN MOD- 


ERN SOCIETY. Edited by Ed- 
ward S. Mason. Harvard Uni- 


versity Press. Cambridge, Mass. 
1960. Pp. 335. $6.75. This vol- 
ume is a symposium of essays 


which expound the various legal, 
economical, political and social 
aspects of the corporate system. 
The fourteen author-experts con- 
sider the relations of the corpor- 
ation to its labor force, its sup- 
pliers and customers, and to its 
owners. From the financial point 
of view, an examination is made 
of the effects of separation of 
ownership from control on the 
methods of corporate financing 
and the uses of corporate funds. 
The contribution of the corpora- 
tion to research and develop- 
ment is also appraised, as are 
the role of the corporation in 
Great Britain and various as- 
pects of Soviet industrial or- 
ganization. 


The foreword is by Columbia 
University Professor A. A. Berle, 


Jr. 








